THE  CREDIT  CRUNCH  AND  REGULATORY 
BURDENS  IN  BANK  LENDING 


Y  4.G74/7:C  86/9 

The  Cre4it  Cruach  aad  Regulators  Bu. 

HEARINGS 

BEFORE  THE 

COMMERCE,  CONSUMER,  AND  MONETARY 
AFFAIRS  SUBCOMMITTEE 

OF  THE 

COMMITTEE  ON 

GOVERNMENT  OPERATIONS 

HOUSE  OF  REPRESENTATIVES 

ONE  HUNDRED  THIRD  CONGRESS 

FIRST  SESSION 


MARCH  17,  23,  AND  24;  AND  MAY  10,  1993 


Printed  for  the  use  of  the  Committee  on  Government  Operations 


THE  CREDIT  CRUNCH  AND  REGULATORY 
BURDENS  IN  BANK  LENDING 


HEAEINGS 

BEFORE  THE 

COMMERCE,  CONSUMER,  AND  MONETARY 
AFFAIRS  SUBCOMMITTEE 

OF  THE 

COMMITTEE  ON 

GOVERNMENT  OPERATIONS 

HOUSE  OF  REPRESENTATIVES 

ONE  HUNDRED  THIRD  CONGRESS 
FIRST  SESSION 


MARCH  17,  23,  AND  24;  AND  MAY  10,  1993 


Printed  for  the  use  of  the  Committee  on  Government  Operations 


U.S.  GOVERNMENT  PRINTING  OFFICE 
7(MK8CC  WASraNGTON  :  1993 


COMMITTEE  ON  GOVERNMENT  OPERATIONS 
JOHN  CONYERS,  JR.,  Michigan,  Chairman 


CARDISS  COLLINS,  Illinois 
GLENN  ENGLISH,  Oklahoma 
HENRY  A.  WAXMAN,  California 
MIKE  SYNAR,  Oklahoma 
STEPHEN  L.  NEAL,  North  Carolina 
TOM  LANTOS,  California 
MAJOR  R.  OWENS,  New  York 
EDOLPHUS  TOWNS,  New  York 
JOHN  M.  SPRATT,  JR.,  South  Carolina 
GARY  A.  CONDIT,  California 
COLLIN  C.  PETERSON,  Minnesota 
KAREN  L.  THURMAN,  Florida 
BOBBY  L.  RUSH,  Illinois 
CAROLYN  B.  MALONEY,  New  York 
THOMAS  M.  BARRETT,  Wisconsin 
DONALD  M.  PAYNE,  New  Jersey 
FLOYD  H.  FLAKE,  New  York 
JAMES  A.  HAYES,  Louisiana 
CRAIG  A.  WASHINGTON,  Texas 
BARBARA-ROSE  COLLINS,  Michigan 
CORRINE  BROWN,  Florida 
MARJORIE  MARGOLIES-MEZAaNSKY, 

Pennsylvania 
LYNN  C.  WOOLSEY,  California 


WILLIAM  F.  CLINGER,  Jr.,  Pennsylvania 

AL  McCANDLESS,  California 

J.  DENNIS  HASTERT,  Illinois 

JON  L.  KYL,  Arizona 

CHRISTOPHER  SHAYS.  Connecticut 

STEVEN  SCHIFF,  New  Mexico 

C.  CHRISTOPHER  COX,  California 

CRAIG  THOMAS,  Wyoming 

ILEANA  ROS-LEHTINEN,  Florida 

RONALD  K.  MACHTLEY,  Rhode  Island 

DICK  ZIMMER,  New  Jersey 

WILLIAM  H.  ZELIFF,  JR.,  New  Hampshire 

JOHN  M.  MCHUGH,  New  Yoric 

STEPHEN  HORN,  California 

DEBORAH  PRYCE,  Ohio 

JOHN  L.  MICA,  Florida 


BERNARD  SANDERS,  Vermont 
(Independent) 


Julian  Epstein,  Staff  Director 

Matthew  R.  Fletcher,  Minority  Staff  Director 


COMMERCE,  CONSUMER,  AND  MONETARY  AFFAIRS  SUBCOMMTITEE 

JOHN  M.  SPRATT,  JR.,  South  CaroHna,  Chairman 
BOBBY  L.  RUSH,  Illinois  C.  CHRISTOPHER  COX,  California 

MARJORIE  MARGOLIES-MEZVINSKY,  CHRISTOPHER  SHAYS,  Connecticut 

Pennsylvania  WILLIAM  H.  ZELIFF,  JR.,  New  Hampshire 

BARBARA-ROSE  COLLINS,  Michigan 


Ex  Officio 

JOHN  CONYERS,  JR.,  Michigan  WILLIAM  F.  CLINGER,  JR.,  Pe-insylvania 

THEODORE  J.  Jacobs,  Staff  Director 

Thomas  S.  Kahn,  Chief  Counsel 

Donald  P.  Tucker,  Chief  Economist 

Stephen  R.  McSpadDEN,  Senior  Counsel 

Richard  W.  Peterson,  Senior  Counsel 

Faye  Ballard,  Clerk 

Sandra  L.  Knox,  Assistant  Clerk 

Doug  RigGS,  Minority  Professional  Staff 

Marc  M.  Rose,  Minority  Professional  Staff 


(II) 


CONTENTS 


Hearing  held  on: 

March  17,  1993  1 

March  23,  1993 171 

March  24,  1993  409 

May  10,  1993 507 

Statement  of: 

Altman,  Roger,  Deputy  Secretary,  Department  of  the  Treasury 29 

Beck,  Carl,  president,  Charles  Beck  Machine  Corp.,  King  of  Prussia, 
PA,  on  behalf  of  National  Small  Business  United 480 

Bereuter,  Hon.  Doug,  a  Representative  in  Congress  from  the  State  of 
Nebraska 48 

Bowsher,  Charles  A.,  Comptroller  General  of  the  United  States,  U.S. 
General  Accounting  Office,  accompanied  by  Donald  H.  Chapin,  Assist- 
ant Comptroller  General,  Accounting  and  Financial  Management  Divi- 
sion, ana  James  L.  Bothwell,  Director,  Banking 93 

Brandon,  Jr.,  William  H.,  president  and  chief  executive  officer.  First 
National  Bank  of  Phillips  County,  Helena,  AR,  and  president,  American 
Bankers  Association 176 

Fountain,  Bernard  J.,  MAI,  SRA,  president,  the  Appraisal  Institute,  ac- 
companied by  Douglas  C.  Brown,  president-elect  306 

Framptom,  Joseph  H.,  president  and  CEO,  the  Paducah  Bank  and  Trust 

Co.,  Paducah,  KY,  on  oehalf  of  the  Kentucky  Bankers  Association  574 

Gallagher,  Christopher  C,  Gallagher,  Callahan  &  Gartrell,  PA,  Concord, 
NFC  on  behalf  ofthe  New  Hampshire  Bankers  Association  554 

Goodman,  Susannah,  legislative  advocate  for  banking.  Public  Citizen's 
Congress  Watch 410 

Hamsberger,  Thomas  L.,  real  estate  partner,  Milbank,  Tweed,  Hadley 

&  McCloy,  Los  Angeles,  CA  625 

Harris-Lange,  Janet,  president,  Branet  Investments,  Inc.,  and  Agenda 
Dynamics,  Inc.,  on  oehalf  of  the  National  Federation  of  Independent 
Business  468 

Hopkins,   Albert   R.,   Jr.,    president,   Anacostia   Economic   Development 

Corp.,  Washington,  DC 465 

Hughes,  Jr.,  Robert,  president,  National  Society  of  Real  Estate  Apprais- 
ers on  behalf  of  the  Council  of  Appraisal  and  Property  Professional 
Societies  [CAPPS],  accompanied  by  Peter  Vidi,  national  secretary.  Na- 
tional Association  of  Independent  Fee  Appraisers  286 

Kennedy,  Hon.  Joseph  P.  EI,  a  Representative  in  Congress  from  the 
State  of  Massachusetts  73 

LaFalce,  Hon.  John  J.,  a  Representative  in  Congress  from  the  State 
of  New  York 81 

Lauffer,  James  R.,  chairman,  president,  and  chief  executive  oflicer,  First 
National  Bank  of  Herminie,  Irwin,  PA,  and  president.  Independent 
Bankers  Association  of  America  224 

LaWare,  John  P.,  member,  Federal  Reserve  Board 115 

Lewis,  Chris,  director  of  banking  and  housing  policy.  Consumer  Federa- 
tion of  America  429 

Nichols,  Richard  E.,  vice  chairman  of  the  board  of  trustees,  the  Appraisal 
Foundation,  accompanied  by  Rich  LeGrand,  chairman  of  the  appraisal 
standards  board  382 

Olsen,  Leif  H.,  president,  Leif  H.  Olsen  Investments,  Inc.,  New  Canaan, 

CT 522 

Pope,  Consuelo  M.,  president  and  CEO,  Cosmopolitan  Chamber  of  Com- 
merce, Chicago,  IL  512 

(III) 


IV 

Page 

Statement  of— Continued 

Ihileo,  Frank  C,  partner,  corporate  and  banking  department,  Milbank, 
Tweed,  Hadley  &  McCloy,  New  York,  NY  605 

Satagaj,  John  S.,  president.  Small  Business  Legislative  Council 470 

Shelby,  Hon.  Richard  C,  a  Senator  in  Congress  from  the  State  of  Ala- 
bama          55 

Spratt,  Hon.  John,  Jr.,  a  Representative  in  Congress  from  the  State 
of  South  Carolina,  and  chairman.  Commerce,  Consumer,  and  Monetary 
Affairs  Subcommittee:  Opening  statement  1 

Steinbrink,  Stephen  R.,  Acting  Comptroller,  OfRce  of  the  Comptroller 
of  the  Currency,  accompanied  by  Donald  G.  Coonley,  chief  national 
bank  examiner 148 

Stone,  John,  Deputy  to  the  Chairman,  Federal  Deposit  Insurance  Cor- 
poration        128 

Thomas,  Richard  L.,  chairman,  president,  and  chief  executive  officer, 
First  Chicago  Corp.,  Chicago,  IL,  and  president-elect.  Association  of 
Reserve  City  Bankers  203 

Wood,  Charles  S.,  chairman,  Greorgia  Real  Estate  Appraisers  Board,  and 
member  of  the  board  of  directors.  Association  of  Appraiser  Regulatory 

Officials  372 

Letters,  statements,  etc.,  submitted  for  the  record  by: 

Altman,  Roger,  Deputy  Secretary,  Department  of  the  Treasuiy:  Prepared 

statement  33 

Beck,  Carl,  president,  Charles  Beck  Machine  Corp.,  King  of  Prussia, 
PA,  on  behalf  of  National  Small  Business  United:  Prepared  statement  ..     482 

Bereuter,  Hon.  Doug,  a  Representative  in  Congress  from  the  State  of 
Nebraska:  Fhrepared  statement  50 

Bowsher,  Charles  A.,  Comptroller  General  of  the  United  States,  U.S. 
General  Accounting  Office:  Prepared  statement  95 

Brandon,  Jr.,  William  H.,  president  and  chief  executive  officer.  First 
National  Bank  of  Phillips  County,  Helena,  AR,  and  president,  American 
Bankers  Association:  Prepared  statement  181 

Cox,  Hon.  C.  Christopher,  a  Representative  in  Congress  from  the  State 
of  California: 

Letter  dated  December  28,  1992,  re  phase  I  site  assessment  report 

in  Fountain  Valley,  CA 6 

Letter  dated  March  5,  1993,  to  the  Secretary  of  the  Treasury  outlin- 
ing specific  proposals  for  regulatory  reform  44 

Fountain,  Bernard  J.,  MAI,  SRA,  president,  the  Appraisal  Institute:  Pre- 
pared statement  310 

Framptom,  Joseph  H.,  president  and  CEO,  the  Paducah  Bank  and  Trust 
Co.,  Paducah,  KY,  on  behalf  of  the  Kentucky  Bankers  Association: 
Prepared  statement  580 

Gallagher,  Christopher  C,  Gallagher,  Callahan  &  Gartrell,  PA,  Concord, 
NH7  on  behedf  of  the  New  Hampshire  Bankers  Association:  Prepared 
statement  558 

Goodman,  Susannah,  legislative  advocate  for  banking.  Public  Citizen's 
Congress  Watch: 
Information  concerning  elimination  of  certain  documentation  for  busi- 
ness loans 453 

Information  concerning  the  preferred  definition  of  small  business  456 

Information  reKardine  a  phase  I  site  assessment  in  Fountain  Valley, 

CA :. 459 

Prepared  statement 413 

Harris-Lange,  Janet,  president,  Branet  Investments,  Inc.,  and  Agenda 
Dynamics,  Inc.,  on  oehalf  of  the  National  Federation  of  Independent 
Business:  Information  concerning  a  line  a  credit  that  was  called  497 

Hughes,  Jr.,  Robert,  president.  National  Society  of  Real  Estate  Apprais- 
ers on  behalf  of  the  Council  of  Appraisal  and  Property  Professional 
Societies  [CAPPS]:  Prepared  statement 292 

Kennedy,  Hon.  Joseph  P.  11,  a  Representative  in  Congress  from  the 
State  of  Massachusetts:  Prepared  statement  77 

LaFalce,  Hon.  John  J.,  a  Representative  in  Congress  from  the  State 
of  New  York:  Prepared  statement 86 

Lauffer,  James  R.,  chairman,  president,  and  chief  executive  officer,  First 
National  Bank  of  Herminie,  Irwin,  PA,  and  president.  Independent 
Bankers  Association  of  America:  Prepared  statement 229 


V 

Page 

Letters,  statements,  etc.,  submitted  for  the  record  by — Continued 

LaWare,  John  P.,  member,  Federal  Reserve  Board:  Prepared  statement  ...      118 

Lewis,  Chris,  director  of  banking  and  housing  policy,  Consumer  Federa- 
tion of  America: 

Letter  dated  May  24,  1993,  relating  to  claims  by  the  banking  indus- 
try that  there  is  a  credit  crunch  because  of  environmental  laws  462 

Prepared  statement 433 

Margolies-Mezvinsky,  Hon.  Maijorie,  a  Representative  in  Congress  from 
the  State  of  Pennsylvania:  Prepared  statement 40 

Nichols,  Richard  E.,  vice  chairman  of  the  board  of  trustees,  the  Appraisal 
Foundation:  Prepared  statement  385 

Olsen,  Leif  H.,  president,  Leif  H.  Olsen  Investments,  Inc.,  New  Canaan, 
CT:  Prepared  statement  527 

Pope,  Consuelo  M.,  president  and  CEO,  Cosmopolitan  Chamber  of  Com- 
merce, Chicago,  IL:  Prepared  statement 516 

Puleo,  Frank  C.,  partner,  corporate  and  banking  department,  Milbank, 

Tweed,  Hadley  &  McCloy,  New  York,  NY:  Prepared  statement  610 

Satagaj,  John  S.,  president.  Small  Business  Legislative  Council:  Prepared 

statement  472 

Shelby,  Hon.  Richard  C,  a  Senator  in  Congress  from  the  State  of  Ala- 
bama: Prepared  statement  58 

Spratt,  Hon.  John,  Jr.,  a  Representative  in  Congress  from  the  State 
of  South  Carolina,  and  chairman,  Conmierce,  Consumer,  and  Monetary 
Affairs  Subcommittee:  Opening  statement  3 

Stansbury,  Vernon,  president.  Scientific  and  Commercial  Systems  Corp.: 
Prepared  statement  500 

Steinbrink,  Stephen  R.,  Acting  Comptroller,  Office  of  the  Comptroller 
of  the  Currency:  Prepared  statement  150 

Stone,  John,  Deputy  to  the  Chairman,  Federal  Deposit  Insurance  Cor- 
poration: Prepared  statement  131 

Thomas,  Richard  L.,  chairman,  president,  and  chief  executive  officer. 
First  Chicago  Corp.,  Chicago,  IL,  and  president-elect.  Association  of 
Reserve  City  Bankers:  Prepared  statement 207 

Wood,  Charles  S.,  chairman,  Georgia  Real  Estate  Appraisers  Board,  and 
member  of  the  board  of  directors,  Association  of  Appraiser  Regulatory 
Officials:  Prepared  statement  375 

ZeliiT,  Hon.  William  H.,  Jr.,  a  Representative  in  Congress  from  the  State 
of  New  Hampshire:  Prepared  statements 8,  174 

APPENDDCES 

Appendix  1. — Federal  regulatory  agency  releases  635 

"Interagency  Policy  Statement  on  Credit  Availability,"  March  10,  1993 635 

"Interagency  Policy  Statement  on  Documentation  of  Loans,"  March  30, 

1993 642 

"Federal  Agencies  Propose  New  Rule  on  Real  Estate  Appraisals,"  May 
26,  1993 647 

"Federal  Regulators  Announce  Additional  Credit  Availability  Initiatives," 
June  10,  1993  649 

"Interagency  Guidance  on  Reporting  of  In-Substance  Foreclosures,"  June 

10,  1993 652 

"Revised  Interagency  Guidance  on  Returning  Certain  Nonaccrual  Loans 
to  Accrual  Status,"  June  10,  1993  654 

"Interagency  Policy  Statement  on  Review  and  Classification  of  Commer- 
cial Real  Estate  Loans,"  June  10,  1993 657 

"Interagency  Statement  on  the  Supervisory  Definition  of  Special  Mention 
Assets,"  June  10,  1993  681 

"Interagency  Policy  Statement  on  Examination  Coordination  and  Imple- 
mentation Guidelines,"  June  10,  1993  683 

"Interagency  Policy  Statement  on  Fair  Lending  Initiatives,"  June   10, 

1993  688 

"OCC  Announces  New  Programs  for  Banker  Appeals  and  Consumer  Com- 
plaints "  June  10,  1993  690 

Federal  Reserve  letter  to  regional  Federal   Reserve   Banks  concerning 

the  examination  appeals  process,  June  14,  1993  692 

Appendix  2. — Federal  agency  correspondence 699 


VI 

Page 

Appendix  2. — Federal  agency  correspondence — Continued 

Subcommittee  followup  letter  to  Treasury  Deputy  Secretary  Altman,  May 

6,  1993 699 

FDIC  responses  to  followup  questions,  June  16,  1993  701 

General  Accounting  Office  responses  to   followup  questions,  June   21, 

1993  709 

Federal  Reserve  responses  to  followup  questions,  June  23,  1993  713 

Comptroller  of  the  Currency  responses  to  followup  questions,  June  25, 

1993  726 

Appendix  3. — Additional  correspondence  from  other  witnesses  734 

Letter   from   Douglas    C.    Brown,    president-elect,    Appraisal    Institute, 

March  23,  1993 734 

Letter  from  Richard  E.  Nichols,  vice  chairman.  The  Appraisal  Founda- 
tion, April  2,  1993  736 

Letter  from  Joseph  H.  Frampton,  president  and  CEO,  Paducah  Bank, 

May  20,  1993  738 

Appendix  4. — Selected  background  studies  740 

"The  Procyclical  Application  of  Bank  Capital  Requirements"  by  Richard 

F.  Syron  smd  Richard  E.  Randall,  Federal  Reserve  Bank  of  Boston 

Annual  Report,  1991  740 

"The  Small   Business  'Credit  Crunch*"  by  William  C.  Dunkelberg  and 

William  J.  Dennis,  Jr.,  the  ^fFIB  Foundation,  December  1992  757 

"Credit  Availability  for  Small  Businesses  and  Small  Farms,"  Board  of 

Governors  of  the  Federal  Reserve  System,  December  31,  1992  775 

"Bank    Regulation    and   the    Credit    Crundi"    by   Joe    Peek    and    Eric 

Rosengren,  February  4,  1993 832 

"Regional  Analysis  of  Bank  Lending,"  Congressional  Budget  Oflice  Staff 

Memorandum,  February  1993  873 

Appendix  5. — Background  data  requested  by  the  subcommittee 906 

Memorandum  on  "Data  Related  to  the  'Credit  Crunch"*  by  Gail  Makinen, 

Congressional  Research  Service,  March  15,  1993  (revised  June  1993)  ....      906 
Subcommittee  data  request  to  FDIC  regarding  bank  capitalization  (by 

fax)  919 

"Recent  Trends  at  Well-Capitalized  Commerical  Banks,"  by  Don  Inscoe 

and  Ross  Waldrop,  FDIC  Division  of  Research,  July  7,  1993  920 

Appendix  6. — Selected  news  clippings 935 

"Why  Banks  Are  Still  Stingy^  by  Terence  P.  Pare,  Fortune,  January 

25,  1993 935 

"Examiners  Crunch  Credit"  by  David  S.   Bizer,  Wall  Street  Journal, 

March  1.  1993 938 

"Clinton  Package  to  Ease  Credit  Crunch  Includes  Plan  to  Snur  Real 

Estate  Market"  by  Kenneth  H.  Bacon,  Wall  Street  Journal,  March 

9,  1993 939 

"Secondary  Maricet  for  Small-Business  Loans  Gains  Steam"  by  Eugene 

Carlson,  Wall  Street  Journal,  March  19,  1993  940 

"Banks    Accused   of  Inflating    Compliance    Cost    Estimates"   by   Steve 

Klinkerman,  American  Banker,  April  6,  1993 941 

"Tough  (juys — 'Regulators  From  Hell'  Frighten  Some  Banks  But  Also 

Win  Praise"  by  Fred  R.  Bleakley,  WaU  Street  Journal,  April  27,  1993  ...      942 
"Congress  Needs  to   Be  Skeptical  of  GAO*s  Proposals  on  Exams"  by 

Charles  M.  Horn,  American  Banker,  April  27,  1993  944 

"Look  Beyond  Bank  Regulations  For  Cause  of  the  Credit  Crunch"  by 

Robert  T.  Parry,  American  Banker,  June  21,  1993 945 

"ACUS  Calls  For  Bank  Exam  Appeals  Process  and  Judicial  Review  of 

Agency  Decisions,"  BNA*s  Banking  Report,  June  21,  1993  947 


THE  CREDIT  CRUNCH  AND  REGULATORY 
BURDENS  IN  BANK  LENDING 


WEDNESDAY,  March  17,  1993 

House  of  Representatives, 
Commerce,  Consumer,  and 
Monetary  Affairs  Subcommittee 
OF  THE  Committee  on  Government  Operations, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:10  a.m.,  in  room 
2247,  Raybum  House  Office  Building,  Hon.  John  M.  Spratt,  Jr. 
(chairman  of  the  subcommittee)  presidmg. 

Present:  Representatives  John  M.  Spratt,  Jr.,  Bobby  L.  Rush,  C. 
Christopher  Cox,  and  William  H.  Zeliff,  Jr. 

Also  present:  Representative  John  Conyers,  Jr.,  chairman,  Com- 
mittee on  Grovemment  Operations. 

Staff  present:  Theodore  J.  Jacobs,  staff  director;  Thomas  S. 
Kahn,  chief  counsel;  Donald  P.  Tucker,  chief  economist;  Richard  W. 
Peterson,  counsel;  Faye  Ballard,  clerk;  and  Doug  Riggs,  minority 
professional  staff,  Committee  on  Government  Operations. 

OPENING  STATEMENT  OF  CHAIRMAN  SPRATT 

Mr.  Spratt.  In  the  interest  of  time,  particularly  since  Mr.  Alt- 
man  has  kindlv  consented  to  come  but  has  another  engagement  on 
the  Senate  siae,  I'm  going  to  start  the  hearing  before  all  of  our 
members  have  gotten  here. 

I  have  an  opening  statement,  which,  if  there  is  no  objection,  I 
will  enter  in  the  record  in  its  entirety.  I  will  simply  summarize  it. 
Mr.  Cox  and  Mr.  Zeliff  also  have  opening  statements,  and,  if  there 
are  no  objections,  we  will  also  make  them  part  of  the  record,  but 
we  will  give  them  an  opportunity  to  summarize,  as  well. 

Today,  the  Commerce,  Consumer,  and  Monetary  Affairs  Sub- 
committee of  the  House  Committee  on  Government  Operations 
starts  a  series  of  hearings  on  credit  availability,  the  so-called  "cred- 
it crunch."  What  we  seek  to  know  is:  What  has  caused  the  contrac- 
tion of  bank  credit?  Who  is  affected  by  it?  What  can  the  Federal 
Government  do  about  it? 

We  should  acknowledge  and  commend  President  Clinton  because 
he  has  recognized  this  problem  already  and  moved  quickly  to  re- 
solve it  without  waiting  on  legislation.  We  will  take  a  close  look  at 
the  reforms  the  President  released  last  week,  and  we  will  ask  if 
they  are  adequate  and  if  more  can  and  should  be  done,  either  by 
executive  action  or  by  act  of  Congress. 

There  seems  to  be  little  question  that  a  credit  crunch  exists.  The 
question  is  why  it  exists  and  what  the  Federal  Government  can  do 

(1) 


to  resolve  it.  What  we  see  in  the  statistics — and  there  is  ample  em- 
pirical evidence  to  suggest  that  there  is  indeed  a  crunch  of  credit 
in  the  country — we  see  in  anecdotal  evidence  almost  continually  in 
our  districts. 

Owners  of  small  to  medium-sized  businesses,  in  particular,  come 
up  to  me  continually — and  I  think  every  member  of  this  committee 
will  bear  this  out — to  tell  me  that  their  line  of  credit  has  not  been 
renewed,  or  that  their  line  of  credit  was  summarily  cut  off,  their 
term  loan  was  not  renewed  when  it  came  up.  I  have  tried  to  help 
small  and  minority  business  owners  who  are  in  a  cash  bind  for  one 
reason  or  another  to  get  loans,  only  to  find  that  the  banks  turn 
away  collateral  that  just  a  few  years  ago  they  would  have  been 
happy  to  have  had  as  security. 

These  small  to  medium-sized  businesses  are  the  backbone  of  our 
economy.  They  generate  the  jobs  that  account  for  job  growth  in  our 
economy,  and  when  they  suffer,  our  whole  economy  pays  the  price. 
An  economy  that  is  moving  right  now  at  a  3  percent  rate  of  recov- 
ery might  be  moving  at  a  greater  rate  if  these  businesses  were 
faring  better. 

The  causes  for  the  credit  crunch  are  not  clear,  but  the  expla- 
nations abound.  I  won't  go  into  the  details  that  I  have  laid  out  in 
my  own  opening  statement.  Let  me  simply  say  that  I  am  pleased 
to  have  the  cast  of  witnesses  that  we  have  today,  and  I  am  espe- 
cially pleased  that  Deputy  Secretary  of  the  Treasury  Roger  Altman 
will  be  our  first  witness. 

Before  turning  to  Mr.  Altman,  let  me  give  Mr.  Cox  an  oppor- 
tunity to  make  an  opening  statement  himself. 

[The  opening  statement  of  Mr.  Spratt  follows:] 


STATEMENT  BY  JOHN  M.  SPRATT,  JR.,  CHAIRMAN 

SUBCOMMITTEE  ON  COMMERCE,  CONSUMER  AND  MONETARY  AFFAIRS 

HOUSE  COMMITTEE  ON  GOVERNMENT  OPERATIONS 

MARCH  17,  1993 


Today,  the  Commerce,  Consumer  and  Monetary  Affairs  Subcommittee  of  the  House 
Committee  on  Govenmient  Operations  begins  a  series  of  hearings  on  credit  availability~the 
so-called  "credit  crunch."  What  we  seek  to  know  is:  What  has  caused  the  contraction  of 
bank  credit?  Who  is  affected  by  it?  What  can  govenmient  do  to  resolve  it? 

We  should  acknowledge  that  President  CUnton  has  recognized  this  problem  and 
moved  quickly  to  resolve  it,  without  waiting  on  legislation.  We  will  take  a  close  look  at  the 
reforms  the  President  released  last  week,  and  we  will  ask  if  they  are  adequate  and  if  more 
can  and  should  be  done,  either  by  executive  action  or  by  act  of  Congress. 

There  seems  to  be  little  question  that  a  "crunch"  exists.  The  question  is  why  it  exists 
and  what  the  federal  government  can  do  to  resolve  it.  Empirical  data  confirms  that  M2  has 
not  grown  despite  efforts  of  the  Federal  Reserve  to  expand  the  monetary  supply.  Statistics 
indicate  that  totjd  bank  assets  grew  by  $41  billion  in  1991;  during  the  same  year,  commercial 
and  industrial  loans  went  down  by  $56  billion,  while  bank  assets  invested  in  government 
securities  went  up  by  $91  billion.  During  the  first  three  quarter  of  last  year,  the  same 
pattern  repeated  itself.  Total  bank  assets  grew  by  $51  billion;  but  commercial  and  industrial 
loans  went  down  by  $20  billion,  while  bank  assets  invested  in  government  securities  went 
up  by  $74  billion. 

What  we  see  in  these  statistics,  we  see  in  anecdotal  evidence  in  our  districts 
continually.  Owners  of  small-to-medium-sized  businesses  approach  me  continually,  to  tell 
me  that  their  term  loan  was  not  renewed,  or  that  their  Une  of  credit  was  summarily  cut  off 
or  cut  down.  I  have  tried  to  help  small  and  minority  business  owners,  who  are  in  a  cash 
bind,  to  get  loans  they  desperately  need.  But  I  see  the  banks  turn  away  collateral  that  they 
would  have  been  happy  to  have  as  security  several  years  ago.  These  small-to-medium-sized 
businesses  are  the  back-bone  of  our  economy.  When  they  suffer,  the  whole  economy  pays 
a  price.  A  recovery  that  should  be  moving  at  a  pace  of  5-6%  armual  growth  moves  instead 
at  3%. 
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The  causes  for  the  credit  crunch  are  not  clear.  Explanations  abound.  One  reason 
surely  is  the  current  spread  between  short-  and  long-term  interest  rates.  Banks  have  less 
incentive  to  make  business  loans  when  they  can  earn  almost  risk-free  profits  in  government 
bonds.  But  bankers  also  point  to  sobering  loan  losses  in  the  1980s  as  well  as  slack  loan 
demand,  as  businesses  and  households  alike  adjust  their  balance  sheets.  A  third  explanation 
is  the  5%  equity-to-assets  ratio  in  non-risk  based  assets,  initiated  in  the  Basel  Accord  and 
further  developed  in  FDICIA,  which  constrains  expansion  by  some  banks.  The  international 
cooperation  on  regulatory  standards  for  banks  that  is  reflected  in  the  Basel  Accord  is  widely 
viewed  as  a  positive  development  over  the  long  run,  but  there  may  be  a  legitimate  question 
about  its  short-term  effect  on  credit  markets. 

Many  in  and  out  of  banking  believe,  however,  that  the  credit  crunch  results  from 
over-regulation  and  over-zealous  examiners.  They  claim  that  regulations  have  raised  the 
transactional  cost  of  loans  to  the  point  where  small  business  loans  are  not  worth  the 
paperwork.  They  claim  that  banks  have  little  incentive  to  make  loans  based  on  the 
borrower's  past  performance  when  they  know  the  examiners  will  classify  the  loan  if  it  is  not 
backed  by  a  flawless  cash-flow  projection.  We  have  an  array  of  witnesses,  and  we  hope  they 
will  all  shed  light  on  both  the  source  of  the  problem  and  the  best  available  solutions. 

I  am  especially  pleased  that  Deputy  Secretary  of  the  Treasury  Roger  Altman  will  be 
our  first  witness  today.  He  is  here  to  review  President  Clinton's  recently  proposed  reforms. 
After  Secretary  Altman,  we  will  hear  from  Senator  Shelby,  and  from  Congressmen  LaFalce, 
Berueter,  and  Kennedy.  We  will  also  hear  from  Comptroller  General  Charles  Bowsher  and 
representatives  from  three  major  federal  regulatory  agencies.  Governor  John  La  Ware  from 
the  Federal  Reserve  Board,  Stephen  Steinbrink,  Acting  Comptroller  of  the  Currency  and 
John  Stone,  Deputy  to  the  Chairman  of  the  FDIC.  I  would  like  to  note  that  on  March  23 
and  24,  we  will  be  hearing  from  an  array  of  banking,  consumer,  small  business  and  other 
interested  groups  on  the  same  topic  as  today's.  We  also  expect  to  have  one  additional 
hearing  to  complete  the  record.  Before  proceeding  with  the  hearing,  I  would  like  to  turn 
to  our  ranking  Republican,  Mr.  Cox,  for  any  opening  statement  he  wishes  to  make. 


Mr.  Cox.  Thank  you,  Mr.  Chairman. 

Good  morning,  Mr.  Altman. 

I  am  delighted  to  be  working  with  the  chairman  on  an  investiga- 
tion into  the  current  status  of  and  prospects  for  an  end  to  the  regu- 
latory credit  crunch.  There  is  no  question,  as  the  chairman  says, 
that  we  have  one.  Undoubtedly,  it  was  brought  on  as  an  unin- 
tended byproduct  of  FIRREA,  but  it  is  maintained  by  inadequate 
regulatory  supervision  throughout  the  executive  branch.  This  is 
within  the  capacity  of  the  executive  branch  to  fix. 

I  have  been  distressed  throughout  several  years  of  the  Bush  ad- 
ministration that  our  Treasury  Department  has  not  addressed  it- 
self to  solving  this  problem.  We  are  now  at  the  onset  of  the  Clinton 
administration  in  a  protracted  interregnum,  so  that  it  is  probably 
the  case  that  we  haven't  yet  got  enough  new  supervisory  troops  on 
the  street  to  impose  new  direction  and  new  corrective  regulations 
on  the  problem. 

That  is,  however,  what  is  required,  and  I  look  forward  very  much 
to  hearing  from  our  witnesses  on  the  plans  that  they  have  and  the 
steps  that  they  will  take  to  put  an  end  to  the  overregulation  that 
is  causing  a  very  serious  crimp  in  borrowing. 

I  will  just  note  that  at  the  Little  Rock  economic  summit  last  De- 
cember we  learned  that,  imder  improved  regulatory  conditions, 
banks  could  boost  lending  by  up  to  $100  billion.  Witnesses,  includ- 
ing Citicorp's  John  Reed,  blamed  overzealous  regulators  for  at  least 
part  of  the  credit  crunch. 

I  will  provide  for  the  record  a  letter  that  I  recently  received  from 
a  constituent  who  is  trying  to  get  a  land  loan  on  property  in  Foun- 
tain Valley,  CA,  an  urban  area,  to  run  a  business  called  "The 
Hobby  Shack."  This  letter,  many  pages  long,  signed  by  the  bank 
vice  president,  explains  why  the  documentation  already  provided 
by  the  borrower  isn't  adequate. 

I'll  just  share  a  little  bit  of  this  with  you. 

There  is  no  executive  summary  to  summarize  and  highlight  any  pertinent  points 
from  the  report.  Due  to  a  lack  of  section  headers,  the  report  is  difficult  to  follow. 
The  report  must  be  resubmitted  with  a  1-page  executive  summary. 

There  are  spelling  mistakes  in  the  report.  On  page  1,  there  is  an  "s"  missing  from 
the  word  "material.  This  statement  is  referring  to  the  materials  used  in  the  con- 
struction of  the  building.  The  word  is  used  in  the  singular  form,  whereas  a  building 
is  built  with  many  different  types  of  material  "s." 

Also,  from  the  same  paragraph,  the  word  "site"  is  missing  from  the  last  line.  The 
sentence  ends  "which  could  impact  the  subject."  It  should  end  as  "the  subject  site." 
On  page  2,  the  asbestos  type  and  concentration  is  stated,  and  the  type  of  asbestos 
is  misspelled.  The  word  is  spelled  "chyrsotile,"  whereas,  in  fact,  it  is  spelled 
"chrysotile.' 

On  page  6,  the  word  "site"  is  once  again  missing  from  the  end  of  the  paragraph, 
and  the  sentence  ends  "effect  upon  the  subject."  Tnese  areas  need  to  be  addressed 
in  the  new  report." 

And  on  and  on. 

The  letter  was  actually  quite  long,  signed  by  the  bank  vice  presi- 
dent. It's  very  clear  this  bank  doesn't  want  to  lend.  The  banks  say 
it's  not  their  fault,  it's  the  regulators.  The  regulators  say  it's  the 
banks  that  don't  want  to  lend.  We  need  to  fix  this  problem. 

I  am,  once  again,  delighted  to  join  with  the  chsiirman  in  doing 
so.  I  will  submit  the  entirety  of  this  unfortunate  letter  for  the 
record. 

[The  document  follows:] 
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Tuesday.  March  2. 1993 
Mf.  COX.  Mr.  Speaker.  I  recently  rece*vod  a 
copy  o(  me  loNowfrtg  letter,  wtiich  was  sent  to 
my  corwtHuents  by  a  local  oomrrwrcial  bonk. 
Can  there  t>e  any  wonder  Americans  are  out- 
raged at  the  ur>r>ecessary  redtape  end  bu* 
reaucracy  that  attend  apptying  for  a  loan? 

DBCEMBBl  38.  1992. 
Re:  Phaa«  I  Slt«  ABsassment  Report. 
Mr.  PAUL  Bender, 
Hobby  Shack, 
Fountain  Valley.  CA. 

DEAR  Paul:  Oar  Envlronmeotal  Services 
Department  has  reviewed  yoor  Phase  I  8it« 
Assessmeat  Report  and  baa  raised  several  IB- 
snes.  Most  of  them  relate  to  the  standard 
ONB  ruldellnee  for  condoctlnc  trellmln&rr 
site  auessmente.  The  foUowlnff  Items  need 
to  be  addressed  t>efore  we  can  fbiaUxe  our 
eTalaatlOD  of  the  8ub)«ct  site. 

(1)  The  CNB  project  numbers  are  mlBSlnc 
from  the  front  cover  of  the  report  and.  there- 
fore. It  Is  difficult  to  correlate  the  report  to 
the  approprlste  file,  to  feet,  report  la  mlss- 
Inc  ft  front  cover  altogether  and  Is  not  even 
boand  for  ease  of  hsndlloff.  the  report  n«eds 
to  t>e  resabmltted  with  ft  cover  pft<e  with  the 
appropriate  project  nombers.  as  spwLfled 
above,  and  the  report  sboald  be  twond. 

(3)  There  Is  no  Executive  Summary  to  tam- 
marlse  and  highlight  sny  pertinent  points 
from  the  Investl^tlon.  Alno.  dne  to  a  lack  of 
section  heftders,  the  report  Is  dimcult  to  fol- 
low. The  report  must  h«  resubmitted  with  ft 
ooe-paee  Executive  Summary  bl<hll«btlnff 
Important  aspects  of  this  loveatlnitloo. 

(3)  There  Is  no  "Table  of  Contents"  to  Indi- 
cate where  each  section  Is  In  the  report.  The 
new  report  must  have  a  "Table  of  Cont«nts". 

(4)  There  Is  no  List  of  Figures.  Table*  and 
Appendices.  The  new  report  mast  have  a  List 
of  Pfffures  and  Tables. 

(5)  There  ts  no  Information  on  the  previous 
owners  of  the  site  (If  any)  and.  In  fact,  there 
was  no  historical  Investigation  conducted 
into  the  Chain  of  Ownership  of  the  Bub)«ct 
site.  Further  Investigation  Is  warranted. 

(6)  There  is  no  InformAtlon  on  the  storage 
and  handling  of  flammable  liquids,  such  as 
the  fuel  for  model  airplane  engines.  It  is  re- 
Qulred  by  CNB  guidelines  that  the  storage 
and  handling  of  batardous  materials  be  re- 
viewed at  the  subject  site  and  comments 
made  as  to  the  adequacy  of  the  proceduree  in 
place  at  the  subject  site.  Further  Informs- 
tioa  is  necessary,  with  photograi^ui  showing 
the  storage  areas  for  haxardous  materials.  If 
any. 


(7)  Some  of  the  lists  that  were  reviewed  for 
this  retort  have  been  updated  and  renamed; 
this  Consultant  should  update  his  reports  to 
reflect  such  changes  In  the  Industry.  For  ex- 
ample, the  Bond  Expenditure  Plan  sites  were 
known  as  BEP  sites.  This  list  has  now  been 
renamed  to  the  Annual  Work  Plan.  Also,  the 
Abandoned  Sites  Program  Information  Sys- 
tem, formerly  known  as  A8PIS.  Is  now  called 
Calsltes.  The  new  report  "Should  t>e  amended 
to  reflect  these  changes. 

(8)  A  brief  reference  Is  made  to  reviewing 
aerUl  photographs;  however,  the  specific 
dates,  flight  numbers,  and  the  specinc  visual 
observations  made  from  each  photograph  is 
not  Included.  The  information  on  the  older 
photograi^  viewed  Is  also  missing.  If  a  ^lU 
historical  loveetlgRtlon  was  not  made,  im- 
portant information  on  sporadic  Illegal  uses 
of  the  site  can  be  missed.  Further  Investiga- 
tion is  warranted. 

(9)  There  was  no  mention  of  research  into 
the  Well  InvesUgatlon  Program  (WIP)  to  de- 
termine If  any  of  the  wells,  within  a  one-mile 
radius,  were  known  to  be  contaminated.  Fur- 
ther Investigation  Is  warranted. 

(10)  There  was  no  research  conducted  Into 
the  types  of  crops  grown  on  the  subject  site, 
the  years  they  were  grown,  and  the  types  of 
pesticides  used  during  those  years.  The  re- 
port states  that  ".  .  .  the  only  possible  soil 
contaminate  at  the  property  would  have 
been  pesticide  residue.  However,  the  grading 
.  .  .  would  have  aerated  the  soil  and  caused 
the  residue  (If  an7>  to  dissipate".  However, 
there  Is  no  Indication  In  the  report  that  re- 
search wa«  conducted  to  determine  whether 
the  types  of  pesticides,  that  were  used  on  the 
site,  are  the  types  of  pesticides  that  dl»- 
sipate  with  aeration.  Farther  Investigation 
is  warranted. 

(11)  A  comprehensive  asbestos  bulk  survey 
was  required  for  fall  appraisal  of  Che  prop- 
erty. The  Consultant  has  only  sampled  the 
roofing  systems,  roofing  sealant  mastic,  and 
suspended  celling  tiles.  The  report  references 
several  types  of  suspect  vinyl  floor  tile  and 
mastic.  In  order  to  fully  evaluate  the  pres- 
ence of  asbestos  at  the  subject  site,  a  full  as- 
t>eatos  bulk  survey  must  be  completed.  The 
different  types  of  vinyl  floor  tile  and  mastic 
roust  be  sampled.  In  addition,  the  drywaU 
material,  drywall  butt  Joint  compound,  and 
the  drywall  comer  )olot  compound  must  be 
tested  for  asbestos  content-  Also,  the  base 
flashings  on  the  roof  do  not  appear  to  have 
been  tested.  We  need  the  new  base  flashing 
and  old  tiase  flashing  to  be  tested  separately. 
to  determine  which  materials  <lf  any)  con- 
tain asbestos.  Finally,  the  sample  locations 
are  not  shown  on  the  site  drawing.  Thee 
Items  need  to  t>e  addressed  In  the  new  report. 
including  the  sample  references  on  a  site 
drawing. 


<I2>  Of  a  lesser  concern  are  the  spelling 
mistakes  and  omissions  from  the  report.  On 
Page  1  there  is  an  "s"  missing  from  the  word 
"material":  this  statement  is  referring  to 
the  materials  used  in  the  construction  of  the 
Iralldlng.  The  word  Is  used  in  the  singular 
form,  whereas  ft  building  Is  trallt  with  many 
different  types  of  mater1a]"s".  Also,  trom 
the  same  paragraph,  the  word  "site"  Is  mlse- 
Ing  from  the  last  line.  The  sentenoe  ends 
".  .  .  which  could  Impact  the  subjecu"  It 
should  end  as  ".  .  .  the  subject  site."  On 
Page  2.  the  asbestos  type  and  concentration 
is  stated  and  the  type  of  asbestos  is  mla- 
spelled.  The  word  Is  spelled  "(^hynotlle" 
when  It  Is.  in  fact,  spelled  "CThrysottle".  On 
Page  8.  t^e  wor>  "site"  is  once  again  missing 
from  the  end  of  the  paragraph  and  the  sen- 
tenoe ends  ".  .  .  effect  upon  the  subject." 
These  errors  need  to  be  addressed  in  the  new 
report. 

(13)  The  background  information  on  POB 
on  Page  i  states  that  the  criteria  being  con- 
sidered is  60  PPM  (parts  per  million).  This  ts 
true  for  Federal  Regolatlons;  however,  no 
mention  is  made  of  the  California  Regula- 
tions that  have  a  criteria  of  6  PPM  as  tielng 
PCB  cooUlolng  TlUe  23.  California  Code  of 
Regulations  (CCR)  (66699  has  classified 
PCB's  as  a  haiardous  waste  when  the  con- 
centrations of  this  substance  are  equal  to.  or 
greater  than.  &mg/1  (6  PPM)  In  liquids  or 
when  the  total  ooocentratlons  are  equal  to. 
or  greater  than.  60  mg/kg  (SO  PPM)  in  non- 
llqulds.  The  new  report  should  t>e  updated  Co 
Indicate  these  Items. 

These  Issues  need  to  be  addressed  as  quick- 
ly as  possible  to  facilitate  flnallxatlon  of  our 
analysis.  Therefore,  immediate  attention  to 
these  issues  woald  be  greatly  appreciated. 
Sincerely, 

BAKK  VICB  PRB8IDKNT. 


Mr.  Spratt.  Thank  you,  Mr.  Cox, 

Mr.  Zeliff,  if  you  will  hold  a  summary  until  after  Mr.  Altman's 
testimony,  we  will  give  you  an  opportimity  to  make  a  summary  of 
your  opening  statement,  as  well,  if  that's  agreeable  with  you. 

[The  prepared  statement  of  Mr.  Zeliff  follows:] 
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OPENING  STATEMENT  OF 
CONGRESSMAN  BILL  ZELIFF  (R-NH) 

Subcommittee  on  Commerce,  Consumer, 
and  Monetary  Affairs 

March  17,  1993 


Thank  you  Mr.  Chairman.    As  the  only  member  of  the  subcommittee 
who  was  here  last  year,  I  want  to  welcome  you  and  express  my  strong 
support  for  the  hearings  we  are  starting  today. 

Without  a  doubt,  the  credit  crunch  and  banking  regulations  are  a  major 
concern  for  small  business  these  days.    Being  a  small  businessman  myself,  I 
have  personally  experienced  the  credit  crunch  and  have  seen  many  of  my 
colleagues  suffer  extremely  hard  times  as  a  result. 

New  England,  and  especially  New  Hampshire,  has  been  subjected  to 
some  the  worst  effects  when  it  comes  to  the  credit  crunch. 

One  of  the  major  reasons  for  the  problem  in  New  England  was  that  the 
regulations  came  at  the  worst  possible  time.    For  instance,  simultaneous  to 
the  passage  of  the  Financial  Institutions  Reform,  Recovery,  and  Enforcement 
Act  of  1989  (FIRREA)  and  the  increased  capital  levels  it  requires,  the  New 
England  economy  went  through  not  just  a  cyclical  decline,  but  a  structural 
collapse. 

Enormous  hits  were  suffered  by  high-tech  companies  and  defense 
contractors,  two  of  the  regions  most  important  economic  engines.    In  light  of 
spreading  economic  decline,  the  Northeast  was  over-invested  in  real  estate. 

Once  FIRREA  was  implemented  in  1989,  New  Hampshire  was  already 
deep  in  a  recession.    Unlike  other  regions  of  the  country,  New  Hampshire 
banks  were  caught  holding  non-performing  loans  as  a  result  of  the 
overextension  of  the  real  estate  market. 

While  NH  banks  should  have  been  using  capital  to  absorb  their  losses, 
they  were  required  to  build  capital  under  FDICIA  in  1991,  and  this  of 
course  caused  a  structural  collapse  of  the  banking  system  in  NH  and  New 
England.    I  submit,  Mr.  Chairman,  that  we  had  more  of  a  credit  drought 
than  a  credit  crunch. 


I  have  been  battling  for  reform  since  my  first  days  here  in  Congress. 
In  September  of  1991,  this  very  subcommittee  came  to  Manchester,  New 
Hampshire  to  hear  testimony  about  the  credit  crunch  problem  in  New 
Hampshire  and  about  the  need  for  a  pro-growth  agenda. 

As  a  result  of  the  FDIC's  takeover  of  5  of  the  7  largest  state 
banks  and  FDIC  holding  30%  of  New  Hampshire's  total  banking  assets, 
New  Hampshire  was  burdened  with  an  obvious  problem. 

Working  with  the  FDIC  and  the  SB  A,  we  seemed  to  address  this 
problem  with  the  New  England  Lending  and  Recovery  program  and  the 
credit  crunch  continues. 

The  program  has  been  more  successful  then  we  anticipated,  but  some 
banks  still  lack  the  confidence  to  issue  small  business  loans.    Combined  with 
the  regulatory  problems  we  will  discuss  today  this  has  slowed  the  recovery. 

Of  course,  there  is  now  some  recovery  in  sight,  and  there  are  loans 
now  being  slowly  reinstituted,  but  the  traditional  post-deficit  increase  in  bank 
credit  is  not  happening  this  time. 

Mr.  Chairman,  we  have  an  important  duty  here  today.    This  country 
was  built  on  the  small  business,  and  now  we  are  faced  with  a  problem  that 
is  jeopardizing  our  small  businesses.    I  hope  we  can  go  beyond  the  excessive 
regulations  and  get  down  into  the  detail  of  the  causes  of  the  credit  crunch. 
From  there  we  can  begin  rebuilding  what  has  been  severly  damaged.    A 
remedy  has  to  be  found,  and  these  hearings  are  an  excellent  start. 

Finally,  I  just  want  to  point  out  that  serving  as  Chairman  of  the 
Republican  Task  Force  on  Tax  Policy  and  Job  Creation,  I  held  a  hearing 
two  weeks  ago  in  New  Hampshire  on  this  very  subject.    Seven  of  my 
colleagues  and  I  heard  testimony  from  several  participants  from  the  banking 
and  business  community,  as  well  as  from  the  public. 

I  would  ask  that  the  remarks  of  those  witnesses  who  submitted  written 
testimony  appear  in  the  record  of  this  hearing. 

Thank  you  Mr.  Chairman. 
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&  JOB  CREATION 
AGENDA 

1:00  PM    QPENrNG  STATEMENTS 

Greetings,  Mayor  Ray  Wieczorek 

Chairman,  Congressman  Bill  Zeliff 

Congressman  Tom  Delay  (Texas),  Secretary  of  House  Republican 

Conference 

Congressman  Duncan  Hunter  (California),  Chairman,  Republican 

Research  Committee 

Congressman  Bill  Barrett  (Nebraska),  President,  102nd  Congress 

Republican  Class 

Congressman  Ron  Machtley  (Rhode  Island),  Ranking  Republican, 

Small  Business  Subcommittee  on  Finance  &  Urban  Development 

Congressman  Mac  Collins  (Georgia) 

Congressman  Howard  Coble  (North  Carolina) 

1:30  PM     NEW  ENGLAND  ECONOMY 

Fred  Breimyer,  Chief  Economist  &  Vice  President,  State  Street 
Bank 

2:00  PM    NEW  HAMPSHIRE  REPRESENTATIVES 

Henry  S.  "Chip"  Maxfield,  Jr.  Pres.  New  Hampshire  Assoc  of 

Realtors 

Dave  Webber,  Past  President  &  Nat'I  Director  Home  Builders 

Association  of  New  Hampshire 

Erling  "Butch"  Roberts,  Chairman  of  the  Board,  NH  Auto 

Dealers  Association 

Joan  LaPlante,  NH  Director  of  the  National  Federation  of 

Independent  Business 

Stephen  Grzeiak,  CPA,  New  Hampshire  CPA  Association 

Beth  Ruesch,  Exec.  V.P.  New  Hampshire  Hospitality  Association 

3:00  PM   BANKING  ISSUES 

Jerry  Little,  President,  NH  Bankers  Association 

Atty  Chris  Gallagher,  Legal  Counsel,  NH  Bankers  Association 

Ron  Rioux,  President,  St  Mary's  Bank,  Manchester 

Dick  Brunelle,  Vice  President,  Berlin  City  Bank 

Doug  O'Brien,  President  &  CEO,  First  New  Hampshire  Bank 

Bob  Keller,  President  &  CEO,  New  Dartmouth  Bank 

4:00  PM    COMMUNITY  LEADERS 

Peter  Meade,  President,  New  England  Council 
Dale  Nitzschke,  President,  University  of  NH 
-.^.  Tom  Corcoran,  President,  Waterville  Company 

Tom  Schweiger,  President  Manchester  Chamber  of  Commerce 
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TALKING  POINTS 
FRED  BREIMEYER.  CHIEF  ECONOMIST  AND  V.P. 
STATE  STREET  BANK,  BOSTON,  MASSACHUSETTS 

o  Economic  news  has  been  improving.   It  is  not  necessarily 
"good",  but  it  is  getting  better. 

o  In  the  national  economy,  real  growth  has  accelerated  over 
past  months,  and  consxamer  confidence  has  improved 
noticeably.   Moreover,  the  gains  we  have  witnessed  are 
likely  to  be  extended  fvirther  owing  to  recent  declines  in 
long-term  interest  rates. 

o  Firings  dropped  sharply  beginning  this  past  October. 
Hirings  according  to  preliminary  data  picked  up  during 
February. 

o  As  a  result,  concerns  about  "slipping  back  into  recession" 
have  diminished  over  the  near-term  and  are  much  less  than 
they  were  a  year  ago. 

o  In  a  more  fundcimental  level,  the  nation  continues  to  make 
progress  in  correcting  the  imbalances  of  the  1980 's.   Both 
the  public  and  private  sectors  participated  in  creating 
these  imbalances  and  each  is  engaged  in  the  correction. 
The  tangible  reward  for  doing  so  is  the  lower  interest 
rates  just  cited. 

o  This  longer  term  view  rests  on  the  case  that  we  produced  a 
financial  cycle  during  the  1980 's,  the  downside  of  which  we 
have  been  experiencing  during  early  1990 's.   Repairing  that 
damage  takes  longer  than  in  the  case  of  business  cycles,  . 
and  helps  to  explain  the  apparent  lack  of  responsiveness  in 
the  economy  during  much  of  1991  and  1992. 

o  Other  factors  have  also  been  present  over  recent  years 
ranging  from  structural  elements  affecting  terms  of 
employment,  monetary  choices  made  by  the  Federal  Reserve, 
and  the  Persian  Gulf  War. 


o  within  New  England,  news  is  also  better  without  being  truly 
good. 

o  Employment  losses,  which  have  been  extensive  throughout  the 
region  for  the  past  four  years,  are  abating,  and  in  some 
cases  limited  job  growth  is  occurring.   New  filings  for 
unemployment  issuance  are  down  even  through  the  level  of 
continuing  claims  remains  high  and  durations  are  long. 

o  Consvuner  confidence  has  improved,  although  it  remains  low 
by  historical  standards.   In  Massachusetts,  for  example, 
the  Mass  Insight  -  New  England  Economic  Project  confidence 
measure  rose  from  31  during  October  1991  to  43  during 
January  of  this  year.   Still,  only  4  percent  considered  the 
economy  to  be  "good" . 
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o  Host  of  the  improvement  in  job  performance  has  come  from 
widely  dispersed  and  incremental  improvements  in  both  goods 
and  services  industries.   Many  times  this  involves  making 
progress  toward  stability  rather  than  in  actual  job 
creation.   Yet,  even  when  job  growth  is  not  occuring,  there 
is  accumulating  evidence  that  a  bottom  is  being  approached 
if  not  fully  reached. 

o  Other  sectors,  however,  continue  to  lose  jobs.   High  tech 
manufacturing  and  defense  production  stand  out.   Evidence 
^  •      suggests  there  has  been  no  let  up  in  the  rate  of  job  loss 
^      in  either  of  these  industries. 

"^  j^    o  These  structural  forces  are  not  likely  to  change  anytime 

T 

f  t^)     o  Finally,  cost  adjustments  are  continuing  within  the 

f         region.   These  will,  over  time,  restore  some  of  the  loss  of 

c  ^      competitiveness  during  the  boom  years  of  the  1980 's. 

3<" 


soon  and  serve  to  limit  any  forthcoming  increases  in  the 
region's  economy. 


o  Conditions  in  New  Hampshire  appear  to  be  in  the  forefront 
3^       of  any  improvement  registered  within  the  region.   Recently 
_  "        released  benchmark  revisions  of  employment  within  the  state 
show  a  trough  in  July  of  1991  and  modest  growth  thereafter, 
ci^         (Dennis  Delay,  PSNH) 

(^  o  The  percentage  decline  suffered  in  New  Hampshire  also  is 
^         less  than  in  most  other  New  England  states.   Vermont  has 
1^         suffered  the  smallest  drop,  but  New  Hampshire's  fall  of  9.3 
d  percent  from  the  peak  in  early  1989  compares  favorably  to 

0^         12.3  percent  in  Massachusetts. 

0  o  The  overview,  then,  from  the  standpoint  of  the  state,  the 
j^         region,  and  the  nation  is  that  the  economy  is  on  the  mend. 

^^         However,  it  is  also  clear  that  there  is  little  that  is 
particularly  impressive  in  the  state's  and  region's 

1  performance.  The  negatives  are  fading,  but  there  is  no 
^  sector  or  groupings  of  industries  that  appear  likely  to 
!J         provide  much  lift  to  the  economy  over  the  years  ahead. 

•>. 
o 
/a.        o  By  implication,  any  further  improvement  depends  on  the 

continuance  of  at  least  moderate  growth  nationally.   These 

^  cyclical  forces  should  be  sufficient  to  end  the 

i  hemorrhaging  of  jobs  but  insufficient  to  provide  the  major 

J  gains  that  people  seek. 

A 

r        o  As  a  result,  initiatives  to  enhance  the  job  and  income 

producing  opportunities  within  the  state  and  region  will 
remain  appropriate  over  the  years  ahead. 


13 


mNew  Hampshire  Association  of  REALTORSf  Inc. 
P.O.  Box515-A 
115A  Aifport  Road.  Concord.  New  Hampshire  03302-0517 
Telephone  603-22S-S549 
FAX  «  603-228-0385 

TTie  Voice  for  Real  Estate"  in  New  Hampshire 


Republican  Task  Force  on  Tax  Policy  and  Job  Creation 
Congressman  Bill  Zeliff,  Chairman 

The  Courtyard  Manchester,  Manchester,  NH 
March  5.  1993 


Testimony 

Henry  S.  Maxfield,  Jr.,  President 

New  Hampshire  Association  of  REALTORS® 


I  am  Chip  Maxfield,  President  of  the  New  Hampshire  Association  of  REALTORS® 
and  owner  of  Maxfield  Real  Estate  widi  3  offices  in  the  Lakes  Region.  On  behalf 
of  the  4,400  N.H.  REALTORS®  I  wast  to  diank  Congressman  Zeliff  for  organizing 
diis  opportunity  to  speak  candidly  widi  our  elected  leadership  about  the  state  of  the 
State  of  New  Hampshire  and  what  we  perceive  should  be  done  to  stimulate  the 
economy. 

There  is  some  very  good  news  out  there  and  it  comes  from  the  residential  sector 
of  die  real  estate  market  The  New  Hampshire  Association  of  REALTORS®  year 
end  Multiple  Listing  Service  statistics  for  residential  homes  sales  show  a  30% 
increase  in  the  number  of  homes  sold  in'  1992.  Also,  die  drop  in  values  slowed  to 
5%  in  die  fourth  quarter.  These  excellent  gains  in  sales  are  due  to  low  long  term 
interest  rates  (the  lowest  in  18  years),  a  drop  in  property  values  of  30%  or  more 
since  1987,  plus  some  excellent  Federal  and  State  programs  for  first  time  home 
buyers  who  need  help  with  down  payments.  All  indications  are  that  the  market  has 
hit  die  bottom,  that  buyers  who  buy  now  are  finding  themselves  in  an  excellent 


ti> 


REALTOR*  »  a  ivjfiatiwi  cadacsv*  fimittwMiWp  mark  whkii  may  ba  uud  only  by 

raal  tarn  vmSvtaontH  who  an  rrwmtMra  o(  t»  ^4ATIONAL  ASSOCIATION  OF  REALTORS* 

and  subicnba  D  is  itna  Code  ol  EiTncs. 
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equity  position  with  bright  prospects  for  growth  for  the  first  time  in  5  years. 

There  also  continues  to  be  unsettling  news  and  it  comes  from  the  small  business 
and  commercial  real  estate  sectors.  Both  sectors  continue  to  struggle  due  to 
excesses  in  the  banking  regulations  and  Federal  Red  Tape.  The  climate  for  small 
business  is  rough.  Over  regulation,  too  strict  banking  rules,  excess  paper  work  and 
cumbersome  SB  A  regulations  hamper  the  start-up  and  growth  of  small  businesses. 
We  need  to  streamline  SBA  regulations,  reduce  paperwork  and  institute  investment 
tax  credits  as  President  Clinton  has  proposed. 

Our  biggest  concem  is  the  banking  regulations  that  went  into  effect  when  our  New 
England  banks  began  to  fail  3  years  ago.  The  fire  had  already  begun  and  creating 
these  regulations  was  like  poiuing  gasoline  on  the  fire.    It  was  absolutely  a  self 
fulling  prophecy  that  these  regulations  would  create  more  harm  than  good.    It 
proved  fatal  to  many  solid  small  business  owners  and  investors  when  the  feds 
mandated  that  all  real  estate  be  reappraised  and  that  loan  to  value  ratios  be  brought 
into  line,  and  capital  and  loan  reserves  be  increased.  It  was  known  well  in  advance 
that  property  values  had  dropped  and  that  the  end  result  of  this  would  be  either  the 
demise  of  more  banks  or  the  foreclosing  on  conforming  nonconforming  loans.   A 
conforming  nonconforming  loan  is  one  where  die  borrower  is  up-to-date  on  all  the 
payments  but  the  amount  of  the  mortgage  is  higher  dian  Ae  70  or  80  percent  loan 
to  value  allowed  by  the  regulations.  The  problem  for  small  business  has  been  that 
the  equity  in  the  real  estate  has  played  a  large  role  in  the  financing  of  the  business 
and  when  the  equity  dropped  and  the  new  rules  were  instituted  the  businesses  were 
in  trouble. 
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Another  nagging  problem  is  in  tfae  commercial  end  of  real  estate.  Without  new 
businesses  to  fill  up  tfae  existing  cranmeicial  space  there  continues  to  be  veiy  little 
market  for  these  commercial  income  properties.  Between  the  lack  of  tenants  to  fill 
the  space  and  die  tax  reform  act  of  1986  which  stripped  investors  of  all  tfae 
incentives  to  buy;  like  capital  gains  treatment,  reasonable  depreciation  schedules 
and  the  ability  to  take  legitimate  losses  it  is  no  wonder  diat  conmiercial  real  estate 
is  still  limping  along.  The  government  must  stop  reaching  into  our  pockets  to  fund 
a  grossly  unproductive  and  overinflated  bureaucracy  or  there  won't  be  any  pockets 
left  to  reach  into. 

There  is  also  the  issue  bodi  in  diis  state  and  nationwide  of  lead  paint  Federal  and 
State  governments  are  seeking  to  remedy  this  problem  making  testing  mandatory 
and  placing  the  onus  for  de-leading  cm  tfae  backs  of  the  property  owners.  This  can 
have  devastating  effects  on  property  values,  salability  and  even  place  owners  in 
jeopardy  of  losing  their  property.  We  understand  die  health  hazards  to  pregnant 
women  and  children  six  and  under  but  we  look  to  you  our  leaders  to  help  in 
spreading  this  burden  more  evenly,  either  tfarou^  low  interest  loans  or  federal 
funding.  You  know,  it  wasn't  that  long  ago  tfaat  our  federal  government  mandated 
the  use  of  lead  paint  in  all  HUD  properties. 

That  markets  can  take  care  of  themselves  is  clearly  demonstrated  by  die  turn 
aroimd  in  the  New  Hampshire  and  greater  New  England  residential  real  estate 
markets. 

That  the  Federal  government  widi  all  its  good  intentions  can  adversely  impact  an 
entire  market  or  make  a  bad  situation  even  worse  dirough  dioughtiess  and 
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burdensome  regulations  has  been  clearly  demonstrated  in  the  commercial  real  estate 
markets. 

That  it  is  time  for  you,  our  representatives  to  do  die  job  of  governing  diat  you  were 
sent  to  do  is  absolutely  imperative.  We  ask  that  you,  our  Gjngressional  leaders, 
look  to  make  cuts  in  the  entidement  programs  and  like  major  Corporations 
throughout  the  coimtry  make  cuts  in  staffing  and  middle  management  There  is  a 
need  to  recognize,  like  any  business,  that  you  are  losing  money  and  need  to  make 
die  necessary  cuts  to  stop  the  bleeding  rather  than  to  try  and  take  blood  from  a 
stone. 

It  is  our  hope  as  an  Association  of  people  committed  to  a  firee  enterprise  system 
that  you  our  leaders  have  run  for  elective  office  to  do  die  job  that  we  ask  of  you. 
That  you  did  not  run  for  elective  office  just  to  have  a  job. 

I  wish  to  thank  all  of  the  Congressional  leaders  who  took  die  time  to  come  here 
and  give  me  the  opportunity  to  speak  on  behalf  of  our  4,400  members  and  all  of 
the  people  who  own  real  estate. 
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Impact  of  Regulatory  Cbanges  on  Credit  Availability 

Gerald  H.  Little,  President 

New  Hampshire  Bankers  Association 

To  tinderstand  the  impact  recent  changes  in  regulatory 
guidelines  on  banking  and  the  industry's  ability  to  meet  the 
credit  needs  of  businesses,  we  must  put  them  in  a  historical 
context  regarding  economic  and  political  pressures. 

It  is  generally  accepted  that  shock  and  outrage  generated  by 
the  S&L  debacle  and  the  realization  that  taxpayers  are  on 
the  hook  for  the  clean-up  of  that  problem  are  the  motives 
behind  FIRREA  and  FDICIA,  two  massive  adjustments  to 
banking's  regulatory  structure.   Specifically,  we  need  to 
make  sure  it  never  happens  again. 

Simultaneous  to  the  passage  of  FIRREA  and  the  increased 
capital  levels  it  requires,  the  New  England  economy  went 
through  not  just  a  cyclical  decline,  but  a  structural 
collapse.   Enormous  hits  were  suffered  by  high-tech 
companies  and  defense  contractors,  two  of  the  regions  most 
important  economic  engines.   In  light  of  spreading  economic 
decline,  the  Northeast  was  over- invested  in  real  estate. 

Challenges  to  the  banking  industry  are  not  new.   Economic 
tumbles  at  different  times  caused  great  suffering  in  the 
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agriculture  belt,  the  oil  patch,  the  rust  belt all  regions 

that  witnessed  structural  collapse  of  their  economies. 
Those  economic  problems  caused  great  challenges  at  banks  in 
the  area  that  were  tightly  woven  into  their  economic  base. 
Businesses  failed,  banks  failed,  recovery  is  always  too  slow 
and  difficult;  but  recovery  took  place. 

New  England  is  no  different  in  that  aspect.   Economic 
collapse  and  impaired  economic  engines  combined  with  a 
cyclical  downturn  in  the  economy  to  squelch  growth  and 
expose  a  significant  amount  of  bank  investment  in  real 
estate... a  dynamic  that  resulted  in  high  levels  of  non- 
performing  loans  that  had  to  be  dealt  with. 

But,  unlike  the  ag  belt,  the  rust  belt  and  the  oil  patch, 
another  force  came  into  play  in  New  England.   We  were 
unfortunate  to  suffer  the  first  post-FIRREA  regional 
recession  and  to  be  in  the  midst  of  the  deepest  recession 
most  of  us  can  remember  during  the  implementation  of  FDICIA. 

While  we  were  absorbing  those  non-performing  loans, 
Congress'  response  to  the  S&L  debacle,  FIRREA,  was  applied 
to  all  banks  nationwide.   That  included  boosting  capital 
levels.   As  you  know,  banks  maintain  capital  to  cushion 
against  losses.   It  is  generally  agreed  that  heftier  capital 
accounts  will  add  to  the  safety  and  soundness  of  the  banking 
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industry.   However,  the  timing  was  unfortunate  for  us.  When 
banks  in  New  Hampshire  should  have  been  using  capital  to 
absorb  losses,  they  were  required  to  build  capital. . .and 
it's  near  impossible  to  do  both  at  the  same  time.  The 
result  was  our  head-start  on  the  credit  crunch.   But  it  was 
only  a  head-start.  Why  is  the  rest  of  the  nation  feeling 
the  credit  contraction  if  they  haven't  been  through  our 
regional  recession? 

FIRREA  was  followed  shortly  by  FDICIA.   FDICIA,  with  its 
risk-based  premixims  and  risk-based  capital  and  capital-based 
regulation,  clearly  says  to  a  banker. . ."limit  your  exposure 
to  risk... or  be  prepared  to  pay  for  it."   When  the  cost  of 
risk  is  more  capital,  and  the  penalty  for  not  having  the 
capital  is  early  failure  of  your  bank  and  quite  possibly 
severe  civil  money  penalties  and  unlimited  liability  for 
directors  and  officers,  the  result  is  very  cautious 
behavior. 

How  does  this  relate  to  economic  recovery  and  job  creation? 

FDICIA' s  risk-based  capital  guidelines  tell  us  that  the 
riskiest  credit  a  bank  can  extend  is  a  commercial  loan. 
Current  examination  standards  require  bulletproof 
documentation  verifying  ability  to  pay  back  the  loan  before 
any  checks  are  cut. 
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In  normal  circumstances,  this  would  be  an  aggravation  for 
banks  and  businesses,  but  one  we  could  adapt  to.... but 
things  are  not  normal  in  Kew  Hampshire. 

Banks  have  failed,  bankruptcy  is  at  record  levels  and  a  lot 
of  businesses  that  survived  have  lost  their  collateral  with 
the  devaluation  of  the  real  estate  market  or  have  suffered 
cash  flow  problems  for  the  past  two  years.  Many  can't 
generate  the  documentation  to  qualify  for  a  loan. 

Please  don't  get  the  opinion  that  commercial  credit  is  not 

being  extended  in  New  Hampshire.   It  is every  day  of 

every  week.   But  traditionally,  every  recession  has  been 
followed  by  an  increase  in  bank  credit  extended  to  business. 
Following  the  recent  recession,  bank  credit  to  business  has 
decreased. ..  .nationally,  not  just  here  in  New  Hampshire. 

The  major  change  between  this  recovery  and  others  is 
regulatory.   It  is  simply  harder... and  many  would  say 
rightly  so... to  qualify  for  credit.   Bankers  are  more 
cautious,  too. 

New  Hampshire  is  small  business.   And  while  big  businesses 
go  to  Wall  Street,  small  businesses  still  have  to  go  to  the 
bank  on  Main  Street  for  their  capital. 
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You've  heard  about  the  value  of  SBA  programs,  I've  touched 
on  the  impact  of  underwriting  guidelines,  and  you'll  hear 
more  about  the  potential  of  a  secondary  market  for  small 

business  credits.   All  of  these  ideas  do  one  thing they 

standardize they  create  formulas  and  force  borrowers  to 

find  a  way  to  fit  into  them  or  be  left  out. 

Formulas  for  lending  and  secondary  markets  for  loans  may 
mitigate  risk  in  the  banking  industry  and  spread  any  risk 
that  is  taken  in  so  thin  that  it  will  be  absorbed  by  the 
private  sector... not  the  taxpayers. 

That  sounds  good  politically,  but  by  eliminating  risk  via 
formulas  and  secondary  markets,  the  flow  of  credit  to  small 
businesses  that  don't  fit  a  formula  is  inhibited.   That's 
particularly  bad  here  in  New  England. 

This  region  originates  many  of  the  new  ideas  and 
technologies  that  filter  out  across  the  country.   These 
businesses  don't  fit  formulas.   These  businesses  are  the 
likely  sources  of  new  jobs.  This  trend  causes  great  concern 
to  banking  and  should  cause  great  concern  to  business  and 
Congress  as  well. 
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Moving  Forward. . .Getting  Credit  Where  It  Is  Needed 

Christopher  C.  Gallagher,  Esq. 

Counsel  to  the  New  Hampshire  Bankers  Association 

In  January  of  1991,  a  group  of  New  England  businessmen  met  in 
Washington  with  the  entire  New  England  Congressional  delegation.   We 
explained  that  the  credit  crunch  in  New  England  was  real,  that  it 
had  definable  and  predictable  stages  and  progressions,  that  the 
on-going  post  S&L  bank  examination  process  had  curtailed  lending  to 
small  business  and  that  its  repressive  format  would  stand  in  the  way 
of  lending  to  bank-dependent  small  business  when  loan  demand 
returned  to  the  marketplace.   We  said  that  the  regulatory  agencies 
understood  full  well,  the  destructive  impact  of  their  new  approach, 
but  that  they  were  responding  to  pressure  from  Congress  to  build 
capital  in  the  banking  system  to  relieve  pressure  on  the  Bank 
Insurance  Fund.   Until  Congress  advised  otherwise,  it  was  clear  that 
the  carnage  would  continue. 

The  New  England  delegation  began  to  speak  up  and  slight  changes 
began  to  occur  but,  as  you  are  well  aware,  the  crackdown  in  New 
England  has  not  only  continued,  it  has  been  encodified  for  the 
entire  country  in  the  form  of  FDICIA.   So  whether  or  not  what  has 
happened  here  is  appropriate,  shrinking  banks  by  limiting  loans, 
increasing  loan  loss  reserves  and  raising  capital  ratios  has  now 
become  our  country's  standard  operating  procedure  for  dealing  with 
regional  economic  downturns. 
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Two  years  later,  in  1993,  we  have  the  benefit  of  carefully 
documented  studies  which  prove  conclusively  that  a  repressive  bank 
regulatory  regime  applied  in  an  economic  downturn  will  exacerbate 
that  downturn,  force  bank-dependent  businesses  out  of  business,  and 
will  stand  in  the  way  of  recovery.^- 

Those  of  us  on  the  firing  line  in  1989,  when  the  self-styled 
"Regulators  from  Hell"  arrived,  didn't  need  a  crystal  ball  to  tell 
us  that  the  eruption  of  the  S&L  debacle  would  create  a  tidal  wave  of 
political  backlash  that  could  decimate  the  New  England  economy.   Nor 
did  we  need  an  economic  study  to  tell  us  what  would  happen  to  our 
region's  economy  when  repressive  procedures,  designed  to  be  applied 
to  troubled  banks  in  isolated  situations,  were  applied  everywhere 
across  the  region.   But,  we  could  never  have  predicted  then,  nor  can 
we  understand  now,  why  we  cannot  convince  the  Congress  that  the 
credit  crunch  is  real  and  that  its  destructive  process  will  occur 
any  place  where  economic  downturn  is  combined  with  regulatory 
demands  for  more  capital,  more  loan  loss  reserves,  and  stricter 
lending  standards. 

We  cannot  fathom  why  these  economic  certainties  are  either  not 
understood  or  do  not  alarm  elected  representatives  inside  the 
Beltway.   Banking  policy  continues  to  be  delegated  to  a  small  clique 
of  Congressmen  and  staff  who  for  years  have  been  steering  the  ship 


1-   SEE:   "Bank  Regulation  and  the  Credit  Crunch",  Peek  and 
Rosengram,  Federal  Reserve  Bank  of  Boston,  1993 
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of  our  nation's  bank  policy  by  watching  its  wake.   The  formulation 
of  bank  policy  by  over-correcting  for  previous  mistakes,  after  the 
of  our  nation's  bank  policy  by  watching  its  wake.   The  formulation 
of  bank  policy  by  over-correcting  for  previous  mistakes  after  the 
damage  is  done,  has  not  only  become  a  formula  for  failure  of  banks, 
it  is  a  formula  for  failure  of  business  and  the  job  recovery  this 
country  needs  to  come  out  of  recession.   Bank  policy  is  failing. 

In  1993,  just  as  our  country  is  poised  to  rise  from  a  structural 
recession,  and  everyone  realizes  that  new  jobs  must  come  from  small 
business,  we  are  told  that  no  bank  can  ever  have  enough  capital. 
Banks  are  then  burdened  with  a  rigorous  regime  of  risk-based  capital 
.and  rising  leverage  capital,  coupled  with  harsh  standards  for  loan 
loss  reserves.   These  are  measures  designed  to  prevent  from 
happening  a  collapse  that  did  not  happen  and  will  not  happen. 
Nevertheless,  as  if  these  capital  measures  were  not  enough, 
describing  them  all  as  "lagging  indicators".  Congress  adds  FDICIA 
with  its  expensive  early  warning  systems  and  micro-management 
tripwires. 

No  one  dares  ask  whether  the  need  to  regain  three  million  lost 
jobs  may  be  more  important  than  Washington's  dodging  responsibility 
for  the  S&L  debacle.   It  is  true  that  capital  is  a  lagging 
indicator.   Documented  economic  studies  can  only  occur  long  after 
the  damage  is  done.   Such  studies  are  also  lagging  indicators. 
There  is  no  less  reliable  guide  to  future  planning  than  reacting  too 
late  to  yesterday's  mistakes.   There  is  no  indicator  more  lagging 
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than  reacting  to  yesterday's  politics.   The  lagging  indicator  the 
public  must  concern  itself  with  is  not  capital,  it  is  Congress. 
Congress  cannot  afford  to  lag  any  longer,  because  it  is  now  our 
economy  that  is  lagging. 

Yet,  beltway  politicians  and  pundits  are  still  talking  in 
metaphoric  sound-bites  about  "swinging  pendulums"  and  mysterious 
"processes"  beyond  their  control,  such  as  agency  commitments  to 
balanced  regulation,  but  "the  word  just  isn't  getting  out  to  the 
field." 

So  while  we  sincerely  thank  you  for  coming  here  to  listen  to  us, 
we  sincerely  implore  you  to  understand  what  is  happening  to  us  and 
that  it  will  happen  to  you  when  the  time  comes  for  cyclical  downturn 
in  Districts  you  represent.   Banking  policy,  now  driven  by 
Congressional  politics  based  on  yesterday's  mishaps,  must  change. 

Is  there  doubt  any  longer  that  repressive  regulation  is  the 
driving  force  behind  the  slowdown  in  bank  lending.   Interest  rates 
are  at  historic  lows  but  business  lending  has  dropped  by  an  annual 
number  approaching  $60  Billion  Dollars.   The  upturn  in  bank  lending 
that  accompanies  any  turnaround  i?  not  happening.   Big  business  is 
moving  out  of  this  recession  by  cutting  jobs,  not  by  creating  them. 

Federal  bank  examiners  don't  operate  in  a  vacuum,  they  do  what 
they  are  told.   "Regulatory  Rambos"  are  not  the  product  of  "swinging 
pendulums"  or  lost  comnunications  within  regulatory  agencies,  they 
are  the  creation  of  Congress.   Even  the  new  Administration  has 
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backed  away  from  direct  combat  with  Congressional  bank  leadership, 
promising  instead  to  rectify  regulatory  imbalances  through  internal 
directives  and  their  new  agency  heads — the  same  persons  whose 
appointment  must  be  approved  by  Senate  Banking  and  whose  agencies 
now  exist  under  the  constant  Congressional  threat  that  they  will  be 
"reorganized" . 

The  people  of  New  Haijipshire  want  FDICIA  repealed.   We  know  that 
probably  won't  happen,  at  least  not  in  time  to  stop  what  is 
happening  here,  but  before  you  buy  into  the  beltway  scenario  about 
the  continuing  need  for  harsh  regulation,  and  before  you  decide  that 
the  problem  is  confined  to  two  Coasts,  consider  that  economic 
realities  apply  everywhere,  and  that; 

•  Every  banker,  everywhere,  knows  that  his  or  her  area  will  be 
visited  by  economic  downturns.   Business  loans  in  the  portfolio 
make  banks  and  bankers  vulnerable  to  the  harsh  situational 
regulation  FDICIA  demands. 

•  Measures  to  increase  capital  and  reduce  risk  applied  to  business 
downturns  can  only  make  matters  worse.   FDICIA' s  so-called 
"differential  regulation"  does  just  that,  forever,  whenever  and 
wherever  it  is  applied. 

•  Repressive  regulators  create  conformity,  then  uniformity,  then 
the  homogeneity  that  opens  the  door  to  securitization  of  bank 
loans  and  the  end  of  credit  availability  to  any  business  that 
fails  to  fit  investment  banking  formulas. 
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•   The  loss  of  leverage  inherent  in  having  to  hold  twice  as  much 
capital  requires  higher  returns,  either  through  greater  risk 
which  won't  occur,  or  through  greater  volume,  which  can  onlv 
occur  by  turning  banks  into  originators  of  formula  loans  for  the 
secondary  market. 

•   Before  you  rush  to  create  VELDA  SUE,  remember  that  formula  loans 
will  create  formula  business,  and  formula  business  has  no  room 
for  entrepreneurial  ingenuity.   VELDA  SUE  is  required  by  the 
regulatory  repression  now  under  way. 

It  is  possible  that  even  if  the  President  is  given  a  free  hand, 
he  will  be  powerless  to  change  the  new  direction  of  banking,  and  its  ^ 
devastating  impact  on  those  components  of  any  successful  business 
that  cannot  be  reduced  to  formulae,  like  intuition,  innovation, 
creativity,  inventiveness  and,  yes,  character.   Look  around  the 
regions  you  come  from  and  ask  how  their  economies  would,  look  without 
those  components. 

So  before  you  allow  a  banking  system  to  be  trashed  that  has 
worked  well  for  years,  has  had  no  "debacle",  has  cost  the  taxpayers 
nothing,  and  has  enabled  capitalism  in  this  country  to  thrive, 
consider  what  will  happen  if  the  repressive  atmosphere  imposed  by 
FDICIA  and  Congressional  mismanagement  continues  without  change,  and 
whether  a  few  individuals  should  control  bank  policy,  without 
challenge.   Consider  whether  VELDA  SUE  isn't  just  a  need  created  by 
regulatory  repression. 
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When  you  think  this  through,  I  hope  you  will  decide  that  this 
credit  crunch  is  not  just  a  N.H.  or  New  England  or  a  California 
problem.   It  constitutes  a  fundamental  change  in  our  system  of 
capital  formation  for  bank-dependent  business  that  will  change  more 
than  just  lending.   It  will  change  the  nature  of  small  business  in 
this  country.   It  will  cripple  our  nation's  capacity  to  rebound  from 
all  downturns,  cyclical  or  structural. 

That  is  a  heavy  price  to  pay  to  preserve  the  prerogatives  of  a 
few  in  Congress  who  either  can  not  or  will  not  admit  that  they  are 
responsible  for  what  is  happening. 
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Mr.  Spratt.  Mr.  Altman,  we  have  your  testimony,  and  we  will 
make  it  part  of  the  record  by  unanimous  consent,  if  there  is  no  ob- 
jection. You  can  summarize  it  or  read  it  in  its  entirety,  as  you  see 
fit. 

Thank  you  for  coming  this  morning.  We  look  forward  to  hearing 
fi-om  you. 

STATEMENT  OF  ROGER  ALTMAN,  DEPUTY  SECRETARY, 
DEPARTMENT  OF  THE  TREASURY 

Mr.  Altman.  Thank  you,  Mr.  Chairman  and  members  of  the  sub- 
committee. It's  a  pleasure  to  be  here. 

Mr.  Cox,  that  letter  sounds  like  something  my  7V2-year-old  son 
would  receive  at  home  in  response  to  his  spelling  homework.  I  told 
him  this  morning  I  was  coming  up  to  talk  about  the  credit  crunch, 
and  he  asked  me  if  that  was  the  same  thing  as  Nestle's  Crunch. 
And  I  tried  to  explain  to  him  the  differences,  and  I  don't  think  I 
did  a  very  good  job.  So  I  hope  I'm  a  little  better  here  this  morning. 

I  think  this  is  a  timely  session,  because,  as  you  all  know,  the 
President  addressed  these  same  issues  when  he  unveiled  the  ad- 
ministration's initial  plan  to  address  the  credit  crimch  last  week. 
He  knows  that  businesses  and  consumers  have  been  struggling  in 
terms  of  access  to  credit,  and  he  has  made  this  one  of  hishighest 
priorities. 

The  President,  during  the  campaign,  of  course,  heard,  as  the 
chairman  noted  in  regard  to  his  own  experience,  countless  times 
from  small  businessmen  and  others  who  were  unable  to  obtain 
credit  as  a  result  of  the  backlash  fi-om  the  banking  crisis  of  the  mid 
and  late  1980's.  So  it's  a  very  high  priority  for  him.  He  understands 
it  very  well. 

Now,  we  in  the  Treasury  helped  develop  the  plan  that  was  an- 
nounced last  week,  working  with  the  four  Federal  bank  and  thrift 
regulatory  agencies.  And,  as  I  think  you  know,  they  all  cooperated 
in  and  support  the  initiatives  that  were  announced  last  week. 

Let  me  start  with  one  very  basic  principle.  As  we  developed  those 
proposals,  we  made  sure  that  we  would  not  make  any  sacrifices  in 
regard  to  safety  and  soundness.  We  don't  want  to  go  back,  as  I'm 
sure  you  don't  want  us  to,  to  the  policies  of  laxity  which  contrib- 
uted to  the  savings  and  loan  problems  that  we're  all  living  with. 

Instead,  it  is  our  view  that  by  avoiding  regulatory  excess  and  du- 
plication and  focusing  instead  on  the  real  risks  to  our  financial  in- 
stitutions that  this  plan  can  at  least  begin  to  increase  the  safety 
of  insured  financial  institutions  in  addition  to  providing  incentives 
for  a  greater  flow  of  credit. 

But  our  new  plan  will  not  reduce  attention  to  proper  reserves  for 
problem  loans.  It  will  not  lower  capital  requirements.  It  will  im- 
prove the  health  of  our  financial  institutions,  but  it  will  not  cause 
a  single  bank  to  fail,  and  it  will  not  cost  the  Deposit  Insurance 
Fund,  Mr.  Chairman,  a  single  dollar. 

We  tried  to  design  a  job  and  business  growth  plan  which  ad- 
dresses the  needs  of  the  country's  most  distressed  areas  where  the 
lack  of  credit  access  is  an  especially  acute  problem.  In  general,  the 
victims  who  are  most  hurt  here  are  small  and  medium-sized  busi- 
nesses. And  the  special  problem  associated  with  that  is  that,  as  I'm 
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sure  all  of  you  know,  they  are  the  engine  of  job  creation  in  our 
economy. 

The  Fortune  1,000,  over  the  past  decade,  I  believe,  has  not  cre- 
ated any  or  virtually  no  new  jobs.  They  have  all  come  from  small 
business  and  the  entrepreneurial  sector.  This  credit  crunch  has 
particularly  hit  that  sector,  so  it  has  had  a  real  impact  on  job  cre- 
ation. There  is  no  goal  that  we  in  the  new  administration  hold 
more  closely  than  that  of  creating  more  good  jobs  in  this  society. 

Let  me  talk  about  some  of  the  details  of  this  plan.  It  is  in  five 
parts:  First,  small  and  medium-sized  business  credit;  second,  lend- 
ing to  real  estate;  third,  fair  and  eflFective  appeals  and  complaint 
processes;  fourth,  improvements  to  examination  processes  and  pro- 
cedures; and,  last,  ongoing  efforts  to  reduce  regulatory  and  paper- 
work burdens. 

To  begin  with,  as  it  relates  to  small  and  medium-sized  business 
credit,  we  have  taken  two  important  steps  to  address  that:  No.  1, 
to  allow  the  better  rated  and  better  capitalized  banks  to  devote 
some  of  their  asset  portfolios  to  loans  that  can  be  made  explicitly 
with  a  minimum  of  documentation.  These  loans  will  be  of  limited 
size,  and  the  aggregate  amounts  will  not  exceed  a  set  percentage 
of  the  lender's  capital. 

That  particular  initiative  was  devised  after  lots  of  consultations 
with  small  business  owners,  and  it  recognizes  the  fact  that,  in 
order  to  stay  competitive,  the  small  borrower  must  often  act  quick- 
ly to  obtain  credit.  And  it  also  reflects  the  notion  that  small  busi- 
nesses just  do  not  have,  in  so  many  cases,  either  a  large  staff  or 
the  expensive  equipment  needed  to  generate  complex  documenta- 
tion. 

In  the  so-called  old  days,  those  kinds  of  businesses,  Mr.  Chair- 
man, received  loans  from  bankers  who  knew  the  borrowers  and 
who  knew  the  communities,  the  particular  business  of  the  bor- 
rower, and  used  those  considerations  as  a  basis  for  the  lending  de- 
cision. What  we  want  to  do  is  try  to  get  back,  at  least  part  way, 
to  that  environment  by  allowing  our  country's  most  solid  lenders, 
most  sohdly  capitalized  lenders,  to  cut  through  the  red  tape  and 
again  use  their  iudgment  to  make  those  kinds  of  loans. 

Another  problem,  a  rather  technical  one,  facing  small  business 
borrowers  is  that  too  often  their  loans  have  been  incorrectly  placed 
in  a  category  called  "other  assets  especially  mentioned,"  and  thejyr 
have  been  placed  there  for  very  minor  problems  that  really  dont 
affect  the  recoverabiliW  of  the  loan.  Loans  in  that  category,  you 
see,  are  lumped  in  witn  loans  where  collections  are  truly  dubious, 
and  so  the  overall  process  has  discouraged  lenders  from  making 
loans  to  small  business. 

Our  plan  will  help  to  cure  that  problem  and  ftirther  encourage 
those  types  of  loans,  because  our  bank  and  thrift  regulators  will  es- 
tablish examination  and  rating  procedures  for  all  banks  that  more 
accurately  define  loans  in  this  so-called  other  mentioned  category 
and  more  accurately  differentiate  that  category  of  loans  from  those 
which  truly  represent  higher  risks. 

The  second  basic  element,  Mr.  Chairman,  is  real  estate  lending. 
We  have  all  learned  a  lesson  about  commercial  real  estate  loans, 
but  it's  also  clear  that  the  regulatory  burdens  in  this  area  have 
been  excessive.  The  current  burden  is  especially  heavy  for  loans  se- 
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cured  by  real  estate  where  the  primary  purpose  of  the  borrowing 
is  business;  in  other  words,  not  in  the  case  of  real  estate  busi- 
nesses, but  general  purpose  businesses  where  the  real  estate  in- 
volved may  be  the  only  real  collateral  that  the  borrower  can  offer. 

To  restore  the  balance  in  that  area,  bank  and  thrift  regulators 
will  make  a  variety  of  changes  to  their  existing  rules.  They  will 
modify  a  number  of  unnecessary  regulations  and  practices  relating 
to  appraisals.  This  is  a  particular  problem  which  we  need  to  get  on 
and  address.  Often  these  appraisals  are  just  so  expensive  that  they 
make  a  small  or  medium-sized  business  loan  fundamentally  uneco- 
nomical to  the  bank  and  too  high  priced  for  the  borrower.  And 
often,  although  it  is  perverse,  those  appraisals  don't  add  much  to 
the  safety  of  the  credit. 

A  few  examples  of  what  we  are  going  to  do  in  this  area:  First 
of  all,  when  real  estate  represents  additional  collateral,  in  effect, 
secondary  collateral,  for  loans  for  business  purposes,  we  are  going 
to  eliminate  the  appraisal  requirement.  Beyond  that,  we  are  going 
to  raise  the  thresholds  below  which  appraisals  aren't  needed  to 
more  reasonable  levels.  And  we  are  going  to  cut  back  rules  requir- 
ing reappraisals  of  the  same  property  periodically,  so  that  they  are 
required  only  when  recoverability  of  the  loan  is  truly  an  issue. 

It's  time  to  change  this  system,  because  often  these  appraisal  re- 
quirements cause  banks  to  make  a  loan  without  the  available  col- 
lateral, thus  putting  the  banks  themselves  in  a  less  safe  position. 
In  other  cases,  banks  just  turn  away  from  loans  to  good  customers 
because  these  appraisal  requirements  can't  be  met  by  the  customer 
or  otherwise  are  too  burdensome.  I  think  that  changes  in  that  area 
really  are  important  ones  and  really  can  make  a  difference  quite 
soon,  in  terms  of  the  flow  of  credit. 

Second,  the  question  of  appeals  and  complaints  and  that  whole 
process.  The  regulatory  agencies  do  their  best,  I  think,  to  do  a  thor- 
ough and  fair  job,  but  employees  of  those  agencies,  just  like  every- 
one else  in  life,  sometimes  make  mistakes.  We  have  found  that 
bankers  are  often  afraid  to  challenge  those  mistakes  for  fear  of  ret- 
ribution and  that  that  reluctance  has  caused  the  available  appeals 
procedures  to  be  used  less  often  than  they  ought  to.  Efforts  to  date 
by  the  regulators  to  ameliorate  that  problem  really  haven't  worked. 

We  also  know  that  both  bankers  and  consumers  are  often  frus- 
trated by  rules  and  regulations  that  appear  arbitrary,  and  yet 
there  reallv  hasn't  been  an  effective  way  to  complain  about  it.  Our 
plfm  will  cnange  that. 

I  think,  Mr.  Cox,  that  letter  that  you  read  from  is  probably  a 
good  example  of  that. 

So  to  encourage  lending  decisions  to  be  made  that  are  neither 
overly  lenient  nor  overly  conservative  and  to  build  a  greater  ele- 
ment of  fairness  into  the  supervisory  process,  the  bank  regulatory 
agencies  will  make  signific£int  revisions  to  their  appeals  proce- 
dures. In  the  same  vein,  significant  changes  will  be  made  in  com- 
plaint procedures,  so  that  bankers,  bank  customers,  and  the  gen- 
eral puIdHc  will  have  an  effective  avenue  of  complaint. 

Third,  the  whole  question  of  the  examination  process  itself.  I 
think  we  are  fortunate  to  have  a  good  corps  of  bank  and  thrift  ex- 
aminers who  believe  that  their  responsibilities  must  ensure  safety 
and  soundness.  But  it's  also  clear  tnat  we  do  experience  redundant 
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and  disruptive  examinations,  which  add  to  unnecessary  expenses 
and  delays  and  stand  in  the  way  of  banks  and  thrifts  doing  their 
basic  jobs. 

One  example:  There  is  a  case  we  uncovered  where  over  30  exam- 
iners from  three  Federal  bank  and  thrift  regulatory  agencies  spent 
over  a  year  examining  one  subsidiary  entity  of  a  large  bank  holding 
company.  How  big  was  it?  It  employed  a  total  of  150  people.  Now, 
that  kind  of  excess  and  redundancy  does  not  add  to  safety  and 
soundness  and  just  can't  continue.  We  have  to  get  over  that. 

What  the  President's  plan  does  in  this  regard  is  to  eliminate  du- 
plication in  examinations  by  multiple  regulators  unless  they  are 
absolutely  required  by  law,  to  increase  coordination  of  examina- 
tions by  the  agencies  in  those  cases  where  duplication  is  required 
by  law,  and  to  establish  procedures  to  centralize  and  streamline  ex- 
amination in  multibank  orjp^anizations. 

Finally,  the  question  of  paperwork.  Our  administration  knows 
that  no  good  is  served  by  forcing  banks  to  bear  an  excessive  regu- 
latory paperwork  burden.  You  might  have  noticed  that  during  his 
remarks  last  week  the  President  neld  up  a  loan  file  for  one  loan 
that  must  have  been  this  thick,  and  that  was  a  small  business 
loan.  That's  a  degree  of  burden  which  we  have  to  alleviate.  It  is  our 
general  view  that  loans  like  that  one  can  be  safely  made  with  a 
fraction  of  the  paperwork  that  has  been  required  in  the  past. 

So  we  intend  to  work  hard  over  the  coming  days  and  weeks  to 
reduce  that  burden.  The  bank  and  thrift  regulators  will  sit  down 
to  begin  that  task.  It's  not  an  easy  one.  But  we  must  review  all  the 
paperwork  requirements  to  eliminate  duplication  and  other  excess. 
And  I  know  that  Grene  Ludwig,  who  is  Comptroller  of  the  Currency 
and  part  of  the  Treasury,  is  especially  committed  to  that,  and  he 
really  has  some  very  good  ideas  in  that  regard. 

I  would  like  to  close  just  by  saying  that  we  recognize  the  impor- 
tance to  this  country  of  addressing  the  credit  needs  of  small  and 
medium-sized  businesses,  because  that's  where  the  jobs  are,  and 
that's  why  it's  so  ftmdamental.  At  the  same  time,  of  course,  we  are 
absolutely  determined  not  to  undermine  the  safety  and  soundness 
of  our  financial  system,  having  gone  through  the  traumas  of  recent 
years,  as  we  all  have. 

We  think  our  plan  deserves  attention.  It  is  our  goal  to  implement 
it  immediately.  And  I  can  assure  you  that  the  bank  and  thrift  regu- 
lators are  already  meeting  to  put  that  in  place.  I  am  happy  to  have 
had  the  opportunity  to  discuss  elements  of  the  plan  today.  It's  just 
a  beginning.  That's  not  the  last  word  at  all  that  we  plan  to  have 
on  that.  We  are  going  to  be  reviewing  also  whether  any  legislative 
relief  makes  sense,  although  we  are  catching  our  breath  a  Tittle  bit 
after  having  put  this  together.  But  I  think  it  s  a  good  start. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Altman  follows:! 
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TESTIMONY  OF  ROGER  ALTMAN 

DEPUTY  SECRETARY  OF  THE  TREASURY 

BEFORE  THE  SUBCOMMITTEE 

ON  COMMERCE,  CONSUMER,  AND  MONETARY  AFFAIRS 

COMMITTEE  ON  GOVERNMENT  OPERATIONS 

WEDNESDAY,  MARCH  17,  1993 

Mr.  Chairman  and  members  of  the  subcommittee: 

I  am  very  pleased  to  appear  here  today  to  discuss  the 
regulatory  burdens  experienced  by  financial  institutions  in 
lending  to  business  and  consumers.   This  is  a  particularly  timely 
session.   Last  week  President  Clinton  addressed  these  same  issues 
when  he  unveiled  the  Administration's  plan  to  strengthen  our 
economy  by  breaking  the  back  of  the  credit  crunch.   The  President 
knows  that  businesses  and  consumers  need  access  to  credit  and  he 
has  made  this  one  of  his  highest  priorities. 

The  Treasury  Department  helped  develop  the  President's 
plan  with  the  four  federal  bank  and  thrift  regulatory  agencies. 
Along  with  Treasury,  these  agencies  fully  endorse  the  plan  and 
are  working  hard  to  implement  it  within  the  next  three  months. 

BACKGROUND 

Let  me  begin  by  emphasizing  one  overriding  principle  in 
the  President's  plan:   we  must  not  and  will  not  sacrifice  the 
safety  and  soundness  of  our  financial  system  in  any  way.   We  will 
not  go  back  to  the  policies  of  forbearance  that  contributed  to 
the  savings  and  loan  problems  of  the  last  decade.   Instead,  we 
believe  that  by  avoiding  regulatory  excess  and  duplication  and 
focusing  instead  on  the  real  risks  to  our  financial  institutions 
our  new  plan  will  actually  increase  the  safety  of  insured 
financial  institutions. 

Our  new  plan  will  not  reduce  attention  to  proper 
reserves  for  problem  loans,  and  it  will  not  lower  capital 
requirements  established  in  accordance  with  international 
standards.   Our  plan  will  improve  the  health  of  our  financial 
institutions:   it  will  not  cause  a  single  bank  to  fail;  it  will 
not  cost  the  deposit  insurance  fund  a  single  dollar. 
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This  plan  is  not  just  aimed  at  banks.   As  you  know, 
banks  have  just  concluded  one  of  their  most  successful  years  in 
history,  with  record  profitability  and  record  additions  to 
capital. 

We  wanted  a  job  and  business  growth  plan  that  addresses 
the  needs  of  our  country's  most  distressed  areas  where  a  lack  of 
credit  has  seriously  hampered  business  opportunity  and  job 
growth.   These  areas  are  especially  reliant  on  small  and  medium 
sized  businesses  which  are  the  real  engines  for  growth  in  our 
economy  and  which  employ  nearly  two-thirds  of  all  American 
workers.   Between  1988  and  1990,  while  large  corporations  were 
cutting  jobs,  small  business  created  four-point-one  million  new 
jobs. 

Yet,  in  the  last  two  years,  small  business  job  growth 
has  lagged  and  this  slowdown  is  one  reason  we  still  have  9 
million  unemployed  Americans.   And  we  know  that  one  key  factor  in 
this  slowdown  is  the  lack  of  available  credit. 

It's  not  enough,  however,  to  have  more  lending,  if  it's 
not  more  fair  lending.   By  freeing  regulators  from  unproductive 
and  redundant  efforts,  the  President's  plan  will  make  resources 
more  readily  available  to  ensure  that  fair  lending  standards  are 
met  and  that  there  is  meaningful  compliance  with  the  Community 
Reinvestment  Act. 

THE  PLAN 

Let  me  now  provide  you  with  some  of  the  details  on  the 
five  parts  of  this  plan:   first,  small  and  medium  sized  business 
credit;  second,  lending  related  to  real  estate;  third,  fair  and 
effective  appeals  and  complaint  processes;  fourth,  improvements 
to  examination  process  and  procedures;  and,  fifth,  ongoing 
efforts  to  reduce  regulatory  and  paperwork  burdens. 

Small  and  Medium  Sized  Business  Credit 

The  plan  takes  two  important  steps  to  address  the 
credit  needs  of  small  and  medium-sized  businesses.   First,  it 
allows  the  better  rated  and  better  capitalized  banks  to  devote 
some  of  their  asset  portfolios  to  loans  that  can  be  made  with  a 
minimum  of  documentation.   These  loans  will  be  of  limited  size, 
and  the  aggregate  amount  of  these  loans  will  not  exceed  a  set 
percentage  of  the  lender's  capital. 

We  devised  this  plan  after  consulting  with  small 
business  owners  and  hearing  their  concerns.   The  plan  recognizes 
the  fact  that  to  stay  competitive,  the  small  borrower  must  often 
act  quickly  to  obtain  credit  to  develop  new  products  and  services 
or  lose  potential  business.   We  also  heard  that  most  small 
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businesses  do  not  have  a  large  staff  or  the  expensive  equipment 
needed  to  generate  the  complex  documentation  too  often  required 
to  obtain  a  loan. 

In  the  past,  these  kinds  of  businesses  received  loans 
from  bankers  who  used  their  knowledge  of  the  community,  the 
particular  business  of  the  borrower,  and  often  too,  the 
borrower's  own  reputation,  as  a  basis  for  the  credit  decision. 
The  Administration's  plan  allows  our  country's  best  bankers  to 
cut  through  the  red  tape  and  again  use  their  judgment  to  make 
these  kinds  of  loans.   It  does,  however,  insert  a  greater  degree 
of  control,  in  order  to  ensure  that  we  do  not  jeopardize  safety 
and  soundness. 

Another  problem  facing  small  and  medivim  sized 
businesses  is  that  too  often  their  loans  have  been  incorrectly 
placed  in  the  category  of  so-called  "Other  Assets  Especially 
Mentioned,"  for  minor  problems  that  do  not  affect  whether  or  not 
the  loan  is  recoverable.   Worse  still,  loans  in  this  category  are 
lumped  in  with  loans  where  collection  is  truly  doubtful.   This 
practice  has  discouraged  lenders  from  making  loans  to  small 
business. 

Our  plan  will  help  cure  this  problem  and  further 
encourage  loans  to  small  and  medium  sized  businesses.   Our  bank 
and  thrift  regulators  will  establish  examination  and  rating 
procedures  for  all  banks  that  more  accurately  define  loans  in 
this  "other  mentioned"  category,  and  then  more  accurately 
differentiate  this  category  of  loans  from  higher-risk 
classifications . 

Real  Estate  Lending 

I  think  we  all  have  learned  a  lesson  about  commercial 
real  estate  loans,  but  it  is  also  clear  that  the  regulatory 
burdens  in  this  area  have  become  excessive.   The  current 
regulatory  burden  is  particularly  heavy  for  loans  secured  by  real 
estate  where  the  loan  is  primarily  used  for  a  business  purpose. 
This  is  an  especially  severe  problem  since  small-  and  medivun- 
sized  companies  often  only  have  real  estate  to  offer  as 
collateral. 

To  restore  the  balance  in  this  area,  bank  and  thrift 
regulators  will  make  a  variety^  of  changes  to  their  existing 
rules.   For  example,  the  bank  regulators  will  modify  a  number  of 
unnecessarily  regulations  and  practices  relating  to  real  estate 
appraisals.   In  a  number  of  cases  these  appraisals  are  so 
expensive  that  they  make  a  small  or  medium-sized  business  loan 
uneconomical  to  the  bank  and  too  high-priced  for  the  borrower. 
Perversely,  these  appraisals  often  add  little  to  the  safety  of 
the  credit. 
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Let  ne  give  you  a  few  exeunples  of  what  the  plan  will 
do.   First,  when  real  estate  is  additional  collateral  for  loems 
for  non-real  estate  related  purposes  we  will  eliminate  the 
appraisal  requirement;  second,  we  will  raise  the  thresholds  below 
which  appraisals  are  not  needed  to  reasonable  levels;  and, 
finally,  we  will  cut  back  rules  requiring  periodic  appraisals  of 
the  same  property  so  that  such  appraisals  are  required  only  when 
safety  and  soundness  is  really  at  steJce. 

It's  time  to  change  this  system  especially  since  often 
these  appraisal  requirements  cause  banks  to  meike  a  loan  without 
all  the  available  collateral,  thus  putting  the  banks  in  a  less 
safe  position.   In  other  cases,  banks  have  decided  just  not  to 
neike  loans  to  good  customers.   Our  new  plan  will  change  this, 
increasing  safety  and  loan  availability  while  decreasing  needless 
expense  and  effort. 

Appeals  Process  and  Complaints  Generally 

The  regulatory  agencies  work  hard  to  do  a  thorough  and 
fair  job  in  supervising  the  nation's  banks.   Yet  employees  of  the 
agencies,  like  everyone  else,  sometimes  make   mistakes.   Bankers 
fear  that  challenging  such  mistedces  will  cause  retribution,  and 
this  fear  has  caused  some  bankers  to  be  unwilling  to  use  the 
available  appeals  procedures.   Efforts  to  date  by  bank  regulators 
have  not  resolved  this  problem. 

We  also  know  that  both  bankers  and  consumers  are  often 
frustrated  by  rules  and  regulations  that  appear  arbitreuiy  and  yet 
there  has  been  no  way  to  complain  effectively.   Our  plan  will 
change  this. 

To  encourage  lending  decisions  to  be  made  that  are 
neither  overly  lenient  nor  overly  conservative,  «md  to  inject  a 
greater  element  of  fairness  into  the  supervisory  process,  the 
bank  regulatory  agencies  will  meUce  significant  revisions  to  their 
appeals  procedures.   Similaurly,  very  significant  changes  will  be 
made  in  complaint  procedures  so  that  bankers,  bank  customers  and 
the  general  public  will  have  an  effective  avenue  of  complaint. 

We  know  that  if  we  want  these  reforms  to  work  we  have 
to  listen  carefully  to  our  constituents  —  borrowers  and  lenders 
alike.   We  want  to  be  able  to  respond  quickly  and  effectively  to 
criticism  to  provide  the  best  possible  service.  We  are  confident 
that  an  iiqproved  appeals  and  complaint  processes  will  help  us  do 
just  that. 
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Examination  Process  i   Procedures 

The  Administration  is  fortunate  to  have  a  fine  corps  of 
bank  and  thrift  examiners  who  believe  that  bank  and  thrift 
examinations  must  ensure  safety  and  soundness.   Yet  it  is  also 
clear  that  sometimes  redundant  and  disruptive  examinations  add 
unnecessary  expenses  and  delays  and  h.inder  the  ability  of  banks 
and  thrifts  to  do  their  jobs. 

Let  me  give  you  an  example.   We  know  of  one  case  where 
over  30  examiners  from  three  federal  bank  and  thrift  regulatory 
agencies  spent  over  a  year  examining  one  subsidiary  entity  of  a 
large  bank  holding  company.   How  big  was  this  subsidiary?  Well, 
it  employed  a  total  of  150  people.   This  kind  of  excess  and 
redundancy  does  not  add  to  safety  and  soundness  and  simply  cannot 
continue. 

The  President's  plan  addresses  this  problem.   It 
provides  that  in  the  future,  the  bank  and  thrift  regulators  will 
(i)  eliminate  duplication  in  examinations  by  multiple  regulators, 
unless  such  duplication  or  so-called  back-up  examinations  are 
clearly  required  by  law;  (ii)  increase  coordination  of 
examinations  by  regulatory  agencies  in  those  cases  where 
duplication  is  required;  and  (iii)  establish  procedures  to 
centralize  and  streamline  examination  in  multi-bank 
organizations . 

Equally  important,  bank  and  thrift  regulators  have 
agreed  to  shift  their  priorities  to  analysis  of  real  risk  to  the 
institution  and  to  issues  involving  fair  lending. 

Paperwork  Burden /Further  Efforts 

Finally,  our  Administration  knows  that  no  good  is 
served  by  forcing  banks  to  bear  an  excessive  regulatory  paperwork 
burden.   You  may  have  seen  that  during  his  remarks  last  week  the 
President  held  up  a  loan  file  for  one  loan  that  contained  a  full 
three  to  four  inches  of  required  documents.   That  simply  makes  no 
sense.   We  believe  that  loans  like  that  one  can  been  safely  made 
with  a  small  fraction  of  the  amount  of  paper. 

So  we  intend  to  work  hard  over  the  coming  days  and 
weeks  to  reduce  this  needless  burden.   The  federal  bank  and 
thrift  regulators  will  sit  down  within  the  coming  week  to  begin 
the  arduous  but  important  process  of  reviewing  all  paperwork 
requirements  to  eliminate  duplication  and  other  excess. 
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CONCLU8IOM 

Let  me  just  close  by  saying  that  the  Treasury 
Department  recognizes  the  importance  to  this  country  of 
addressing  the  credit  needs  of  small  and  medium-sized  businesses 
and  consumers  while  at  the  same  time  maintaining  the  safety  and 
sovindness  of  our  banking  and  systems. 

We  believe  that  this  plan  deserves  constant  attention 
and  rapid  implementation  so  let  me  reassure  you  that  bank  and 
thrift  regulators  are  already  meeting  to  put  this  plan  in  place. 
I  am  pleased  that  I  have  had  the  opportunity  to  discuss  elements 
of  this  plan  with  you  today. 
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Mr.  Spratt,  Thank  you  very  much,  Mr.  Altman,  for  your  testi- 
mony. We  appreciate  your  coming  and  testifying. 

Let  me  recognize  one  or  two  additional  members  who  have  ar- 
rived since  we  opened  the  hearing.  First  of  all,  our  chairman,  Mr. 
Convers,  is  here,  and  we  are  glad  to  have  him. 

Ms.  Marjorie  Margolies-Mezvinsky  is  here,  and  she  has  an  open- 
ing statement  which  she  would  like  to  have  admitted  to  the  record. 
If  there  is  no  objection,  we  will  receive  your  opening  statement  and 
make  it  part  of  the  record. 

Ms.  Margolies-Mezvinsky.  Yes,  I  would.  Thank  you. 

[The  prepared  statement  of  Ms.  Margolies-Mezvinsky  follows:] 
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STATEMENT  FOR  HEARINGS  ON  THE  CREDIT  CRUNCH  AND  THE  CLINTON 

PLAN  FOR  REGULATORY  RELIEF 
COMMERCE,  CONSUMER,  AND  MONETARY  AFFAIRS  SUBCOMMITTEE  OF  THE 
HOUSE  COMMITTEE  ON  GOVERNMENT  OPERATIONS 
THE  HONORABLE  MARJORIE  MARGOLIES-MEZVINSKY 
MARCH  17,  1993 

Thank  you  Mr.  Chairman  for  holding  these  most  important  hearings 
on  the  Credit  Crvinch  and  President's  Clinton's  proposal  for 
regulatory  relief. 

I  welcome  the  opportunity  today  to  discuss  and  learn  more  about 
the  problems  facing  this  industry  and  how  we  as  legislators  can 
work  to  improve  the  situation. 

I  am  particularly  interested  in  the  question  of  whether  we  can 
expand  lending  by  reducing  regulation  of  the  banking  and 
financial  industry  without  risking  their  financial  viability. 

Small  businesses  have  been  hit  hard  by  this  credit  crunch.   Just 
last  week,  one  of  my  constituents  came  up  to  me  and  shared  an  all 
too  common  story  of  losing  his  business  because  he  could  not  get 
any  credit.  Our  people  are  hurting  and  I  am  deeply  committed  to 
finding  ways  to  ease  their  unnecessary  suffering. 

As  we  all  know,  much  of  the  past  economic  growth  in  this  country 
has  been  due  to  the  efforts  of  small  businesses.   If  we  are  to 
grow  our  nation  out  of  this  current  recession,  we  must  rely  on 
the  tremendous  potential  of  our  small  businesses. 

I  hope  that  our  distinguished  guests  here  today  provide  insight 
into  the  specific  reasons  for  this  shrinkage  of  bank  loans;  And 
then  I  ask  that  you  outline  the  steps  we  must  take  to  ensure  that 
our  people  and  their  businesses  survive  and  prosper  into  the 
future. 
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Mr.  Spratt.  And  Congressman  Bobby  Rush  from  Chicago  is  here. 

Let  me  just  ask  you  two  quick  questions,  because  there  is  not  a 
lot  of  time  to  go  aroimd.  First  of  all,  in  this  basket  of  loans,  small 
to  medium-sized  business  loans  that  will  be  under  something  of  a 
dispensation  from  rules,  what  gets  excluded?  What  does  not  have 
to  be  provided,  other  than  the  appraisal  report  in  cases  of  mortgage 
loans  required  as  supplemental  collateral  for  small  businesses? 

Mr.  Altman.  Mr.  Chairman,  we  are  working  out  the  fine  print 
on  that.  But  the  notion  is  to  create  a  basket  where,  well,  what  used 
to  be  called  "character  loans"  can  be  carved  out  and  put  in,  subject 
to  a  fast-track  process,  in  terms  of  decisionmaking,  for  institutions 
which  meet  a  certain  standard  of  their  own  soundness  and  their 
own  safety. 

So  I  can't  recite  precisely  from  the  technical  guidelines,  because 
they  are  in  evolution.  But  I  think  that  will  be  a  very  important 
step,  because  we've  gotten  so  far  away  from  the  days  in  which 
knowledge  of  the  borrower,  knowledge  of  the  borrower's  business, 
and  other  factors  that  are  judgmental  used  to  play  such  a  promi- 
nent role  and  really  ought  to  continue  to  play  such  a  prominent 
role. 

There  is  no  substitute — because  I  know  this  from  my  own  busi- 
ness background — ^there  is  no  substitute  for  knowledge  of  the  bor- 
rower. It's  much  more  valuable  than  20  feet  or  20  pounds  of  tech- 
nical information  assembled  on  the  part  of  someone  who  doesn't 
know  the  borrower. 

Mr.  Spratt.  I  think  I  probably  have  the  same  loan  file  that  you 
have.  Just  for  dramatic  effect,  1  will  hold  it  up.  This  is  a  $40,000 
first  mortgage  loan  to  a  small  business,  $40,500.  It's  an  actual  loan 
file.  I  can  t  reveal  the  name  of  the  borrower  because  of  the  Privacy 
Act. 

But  one  reason  it's  so  complicated — I  just  flipped  through  it  this 
morning — is  that  there  is  also  a  second  mortgage  involved,  and  the 
first  mortgage  has  a  title  policy,  the  second  mortgage  has  a  title 
policy.  It  was  assigned  to  a  mortgage  company,  and,  consequently, 
there  has  to  be  an  endorsement  to  the  title  policy. 

There  have  to  be  copies  of  the  instruments  that  are  exceptions 
on  schedule  B  of  the  title  policy  included  in  here.  The  borrower's 
residential  homeowners  policy  has  to  be  included  in  here.  Of 
course,  there  is  an  appraisal  report.  That  wouldn't  be  exempted 
under  any  requirements.  Then  there  are  other  documents,  like  the 
HUD-I  RESPA  closing  statement,  and  everything. 

Looking  through  here,  I'm  not  quite  sure  exactly  what  you're 
going  to  cut  out.  I  think  it's  the  nature  of  the  beast  with  a  second- 
ary mortgage  requiring  a  lot  of  documentation.  It's  partly  what  is 
required,  with  the  HUD-I  and  RESPA  requirements,  and  Truth  in 
Lending,  and  the  documentation  that  has  to  support  any  real  es- 
tate mortgage  loan. 

I'm  not  quite  sure  that  you're  going  to  be  able  to  clean  up  much 
of  this  clutter  just  by  executive  fiat. 

Mr.  Altman.  One  of  our  particular  objectives,  as  I  mentioned,  is 
to  diminish  the  appraisal  requirements  in  regard  to  borrowings  for 
what  I  would  call  industrial  purposes  that  are  secured  by  real  es- 
tate. So  many  businesses,  of  course,  smaller  businesses  can  only 
offer  their  physical  facilities  as  collateral.  That's  what  they  have. 
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And  where  collateral  is  required,  of  course,  appraisals  have  been 
required,  and  in  many  cases  they  have  been  along  the  lines  of  what 
you  just  described  and  very  burdensome.  They  have  deterred  a  lot 
of  borrowers  from  borrowing  in  the  first  place  in  order  to  expand. 
One  of  our  particular  objectives  is  to  reduce  the  appraisal  require- 
ments in  regard  to  that  type  of  borrowing,  because  it's  such  a  fun- 
damental method  of  borrowing  by  small  business. 

As  I  mentioned,  we  are  going  to  eliminate  the  appraisal  require- 
ments in  a  number  of  cases  where  there  is  double  collateral.  We 
are  going  to  raise  the  threshold,  in  terms  of  size  below  which  ap- 
praisals just  aren't  required.  I  can't  speak,  of  course,  to  that  precise 
example.  I  don't  know  if  that  was  a  business  borrowing  or  a  real 
estate  qua  real  estate  borrowing.  But  this  area  of  appraisals  may 
be  our  most  important  proposed  change. 

Mr.  Spratt.  Let  me  turn  the  questions  over  to  Mr.  Cox. 

Mr.  Cox,  if  you  would  keep  your  questions  to  the  point,  because 
I'm  sure  Chairman  Conyers  wants  to  ask  some  questions,  and  we 
have  a  limited  amount  of  time  before  you  have  to  leave  anyway. 

Mr.  Cox.  Mr.  Chairman,  I  have  to,  in  the  interest  of  full  disclo- 
sure, I  must  go  in  just  a  couple  of  minutes. 

Mr.  Spratt.  OK. 

Mr.  Cox.  I  will,  in  that  case,  get  directly  to  the  point.  Regula- 
tions can  be  used  to  interfere  with  business.  They  can  also  be  used 
to  do  some  good  things.  We  can,  by  providing  some  direction  in  reg- 
ulatory form  to  middle  managers  and  our  examiners  on  the  ground, 
ease  the  burden  that  both  the  banks  and  the  borrowers  are  now 
facing. 

In  particular,  it  occurs  to  me  that  the  safe  harbor  concept,  which 
has  been  used  profitably  by  the  SEC  and  the  IRS  and  other  regu- 
latory agencies,  could  be  beneficial  in  providing  clear  guidelines  for 
the  conduct  of  transactions.  We  could  have  such  standards  apply 
nationally,  so  that  a  lender  would  know  that  loans  conforming  to 
such  a  standard  would  not,  in  any  case,  be  subject  to  criticism. 

By  using  regulation  in  this  fashion,  it  seems  to  me  we  could  en- 
courage lending  rather  than  restrict  it.  Given  that  we  have  about 
90  days  during  which  the  Comptroller,  OTS,  FDIC,  and  so  on,  are 
going  to  be  coming  up  with  actual  regulations  to  fulfill  the  Presi- 
dent's promise,  I  wonder  whether  you  will  give  any  consideration 
to  using  the  safe  harbor  mechanism? 

Mr.  Altman.  Well,  Mr.  Cox,  tell  me  what  you  mean  by  "safe  har- 
bor," because  a  lot  of  people  mean  different  things. 

Mr.  Cox.  In  specific,  as  my  background  is  in  corporate  finance, 
the  SEC,  as  you  know,  has  very  profitably  used  safe  harbor  rules. 
By  setting  general  parameters,  one  can  operate  within  them  and 
thereby  avoid  being  called  to  question  later  on.  The  sense  among 
all  of  the  banks  with  whom  I  have  spoken,  and  certainly  the  bor- 
rowers feel  this  very  much,  is  that  they  are  going  to  be  second- 
guessed,  and  third-guessed,  and  fourth-guessed,  and  fiflh-guessed, 
and  they  don't  know.  And  the  uncertainty  itself  is  crimping  lend- 
ing. 

Mr.  Altman.  Well,  of  course,  by  creating  a  category  for  the  better 
capitalized  banks,  a  basket,  so  to  speak,  in  which  they  can  put,  call 
it  limited  documentation  loans,  that's  a  form  of  safe  harbor.  And 
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I  don't  think  it's  precisely  the  same  as  the  SEC  uses,  but  when  I 
hear  the  term  "safe  harbor,"  I  think  that  is  analogous. 

Mr.  Cox.  Well,  I  tee  it  up  for  your  consideration.  I  hope  that  dur- 
ing the  next  3  months  you  will  give  some  consideration  to  that. 

I  will  ask  only  one  other  question,  in  the  interest  of  time.  You 
have  a  very  promising  proposal  to  address  duplication  of  examina- 
tion. I  wonder  whether,  specifically,  that  means  that  one  agency  is 
going  to  be  designated  in  regulation  for  a  particular  examination 
or  how  it  is  that  you  are  going  to  accomplish  this. 

Mr.  Altman.  Except  where  required  by  law,  we  are  going  to  go, 
as  far  as  we  can,  toward  a  single  regulator  concept.  There  has  been 
much  too  much  multiple  regulation,  including  wnere  it  is  just  not 
required.  That  has  affected,  for  example,  multibank  institutions, 
and  it  has  affected  just  too  many  situations. 

So  the  answer  to  that  is,  yes,  that's  one  of  our  more  important 
proposed  changes.  And  it  also  gets  into  the  area  of  whether  there 
ought  to  be  any  legislative  relief  as  it  relates  to  situations  where 
law  requires  multiple  regulation,  and  we  are  going  to  be  looking  at 
that. 

Mr.  Cox.  Well,  I  wish  you  Godspeed  in  this  mission.  It  is  a  long 
time  coming.  I  do  believe  that  the  executive  branch  possesses  the 
tools  necessary  to  fix  the  problem.  I  will  also  provide  you  with  a 
letter  I  recently  hand  delivered  to  the  Treasury  Secretary,  outlining 
a  half  dozen  specific  proposals  that  I  hope  can  be  incorporated, 
within  the  90-day  period,  into  the  implementation  of  the  Presi- 
dent's proposals,  which  certainly,  in  their  broad  brush,  describe 
where  we  need  to  go. 

With  your  permission,  Mr.  Chairman,  I  would  like  to  submit  this 
letter  for  the  record. 

Mr.  Spratt.  Without  objection  we  will  include  it  in  the  record. 

[The  letter  referred  to  follows:! 
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ChaiamaN: 

TASK  FORCE  ON 

CAPITAL  MARKETS 

Co-Chairman 

TASK  FORCE  ON 

BUDGET  PROCESS  REFORM 

CONGRESSIONAL  GRACE  CAUCUS 


The  Honorable  Lloyd  Bentsen 
Secretary  of  the  Treasury 
15th  and  Pennsylvania,  N.W. 
Washington,  DC  20002 

Dear  Mr.  Secretary: 

I  appreciated  your  presentation  this  morning — and 
particularly  your  pledge  to  ease  the  regulatory  "credit  crunch" 
plaguing  America.   As  you  know,  -toany  of  us  in  Congress  have 
expressed  great  concern  that  overly  restrictive  regulation  is 
impeding  our  economy's  recovery  by  shutting  off  the  flow  of 
capital  to  America's  entrepreneurs. 

Consequently,  I  ask  you  to  consider  the  following  proposals 
for  regulatory  reform.   I  hope  you  will  act  on  these 
recommendations  to  end  the  regulatory  credit  crunch. 

1.  Safe  Harbor.   The  safe  harbor  concept,  as  employed  by 
the  SEC  and  the  IRS  and  other  regulating  agencies,  has  been 
beneficial  in  providing  clear  guidelines  for  the  conduct  of 
certain  transactions.   It  would  be  equally  beneficial  to  have  a 
safe  harbor  for  prudent  lending  which  applies  nationally,  so  that 
a  lender  would  know  that  loans  conforming  to  such  a  standard 
would  not  be  subject  to  regulatory  criticism. 

2.  Administrative  Regulation.   Prior  administrative  review 
by  the  regulatory  head  office  should  apply  to  all  restrictive 
determinations  by  regional  officials.   A  specific  procedure  which 
requires  national  administrative  review  and  approval  of 
restrictive  determinations  will  be  much  more  effective  than  the 
current  appeals  procedure,  and  will  shift  the  burden  to  the 
regional  regulators  to  justify  variations  from  a  national 
standard. 

3 .  Preference  for  Loans  Where  Borrower  Has  Made  Cash 
Investment.   One  principle  of  prudent  lending  which  was  not 
followed  strictly  in  the  1980s  is  the  requirement  that  the 
borrower  have  a  sufficient  cash  investment  to  make  walking  away 
from  the  deal  costly.   By  adopting  a  higher  standard  of  loan-to- 
value  for  loans  in  which  the  borrower  has  a  cash  investment  of  5- 
10%,  we  can  encourage  this  type  of  transaction. 


4.    Direct  Appraisers  To  Use  Middle  Ground.   By  directing 
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appraisers  to  state  a  "worst  case"  scenario,  a  "best  case" 
scenario,  and  a  more  likely,  middle-ground  value,  we  can  moderate 
the  swing  in  assumptions  concerning  vacancy,  absorption, 
carrying,  and  contingencies  which  have  been  adversely  affecting 
appraisals. 

5.  Discounted  Values.   A  practice  has  arisen,  at  least  in 
the  Western  OTS  region,  of  institutions  being  told  that  loans  at, 
for  instance,  80%  loan-to-value  standard  should  be  based  upon 
discounted  value,  not  full  market  value.   This  seemingly  cautious 
practice  is  unnecessarily  restricting  the  ability  of  solvent 
institutions  to  maJce  sound  loans. 

The  reason  that  a  discount  below  100%  is  taken  is  to  provide 
a  cushion  for  carrying  costs,  marketing  contingency,  and  borrower 
return  of  capital  and  profit.   The  typical  loan,  however, 
contains  an  interest  reserve  which  provides  for  the  interest 
carry  during  the  term  of  the  loan.   To  apply  a  given  loan-to- 
value  standard  such  as  80%  to  discounted  value  has  the  effect  of 
reducing  available  lending  to  approximately  60-65%  of  loan  to 
full  market  value.   Frankly,  such  a  restriction  is  infeasible  and 
unrealistic. 

Since  the  interest  component  of  the  loan  is  already 
reflected  in  the  interest  reserve,  and  since  the  loan  is  not 
fully  disbursed  at  origination,  it  is  not  reasonable  to  use 
discounted  value  rather  than  full  market  value  as  a  benchmark. 
At  least  where  an  interest  reserve  is  included,  the  guidelines 
should  require  that  appraisers  and  lenders  utilize  the  full 
market  selling  value  of  a  development  product  to  determine  the 
appropriate  loan-to-value  ratio. 

To  recap:   if  there  is  an   interest  reserve  included  in  the 
loan;  if  the  loan  does  not  violate  the  prudent  standard  discussed 
in  section  1  above;  and  if  the  lozm  conforms  to  the  specified 
loan-to-value  ratio  based  upon  full  market  value,  not  discounted 
value — then  the  loan  should  be  deemed  prudent. 

6.  Special  Rules  for  Existing  Projects.   Lenders  and 
borrowers  often  must  work  together — in  processes  sometimes  called 
workouts — to  solve  practical  problems  of  financing  existing 
projects.   Given  the  current  restrictive  regulatory  practices  of 
the  past  year,  however,  a  number  of  projects  that  were  not 
otherwise  workout  candidates  are  in  difficulty  only  because  of 
the  unavailability  of  financing.   Recognizing  this,  the 
regulations  should  expressly  permit  lenders  to  meike  additional 
loans  on  projects  where  thev  already  have  loans  if  the  lender 
determines  that  it  is  better  off  to  make  a  further  loan  or  loan 
modification,  rather  than  to  refrain  from  doing  so. 
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Mr.  Secretary,  I  hope  these  suggestions  are  helpful  to  you 
and  Treasury  staff.   I  look  forward  to  continuing  to  work  with 
you  to  develop  guidelines  and  procedures  to  facilitate  the  real 
estate  lending  activity  which  is  so  important  to  the  national 
economic  recovery. 

Sincerely, 


Christopher  Cox 
U.S.  Repr esentat  i ve 

CCC:dr 
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Mr.  Altman.  If  you  send  that  to  me,  I  assure  you  we  will  give 
you  a  prompt  response. 

Mr.  Cox.  Thank  you  very  much. 

Mr.  Spratt.  Mr.  Altman,  we  are  told  by  your  congressional  liai- 
son, who  is  doing  his  job  zealously  this  morning,  that  you  have  to 
get  out  of  here. 

Mr.  Altman.  Yes,  sir,  Tm  afraid  I  do. 

Mr.  Spratt.  We  understand.  We  do  have  further  questions,  all 
of  us.  If  we  could  submit  some  for  the  record  for  the  Department 
to  answer,  we  would  very  much  appreciate  that. 

Thank  you  for  coming.  Thank  you  for  your  time  this  morning. 
Along  with  Mr.  Cox,  we  all  wish  you  Godspeed  in  this  mission. 

Mr.  Altman.  I  would  just  like  to  assure  the  subcommittee  that 
this  is  not  our  last  word  on  the  subject.  We  have  only  been  in  of- 
fice, of  course,  7  or  8  weeks.  And  I  think  we  got  this  set  of  proposed 
changes,  the  11  changes,  out  expeditiously,  but  a  lot  more  can  be 
done,  and  we're  going  to  be  identifying  further  steps  in  the  same 
general  area  of  access  to  credit  and  fostering  a  more  lenient  envi- 
ronment, a  more  favorable  environment  for  small  and  medium- 
sized  business. 

This  is  just  the  beginning. 

Mr.  Spratt.  We  commend  you  for  your  initiative  and  encourage 
you  not  to  stop  here. 

Mr.  Altman.  Thank  you,  sir. 

Mr.  Spratt.  Thank  you  for  coming  again. 

Our  next  panel  is  composed  of  Members  who  are  sponsoring  leg- 
islation that  would  alter,  or  lift,  or  alleviate  the  regulatory  burden, 
Senator  Shelby,  Congressman  Bereuter,  and  Congressman  Ken- 
nedy. 

If  all  three  of  you  would  come  forward.  I  think  Congressman  La- 
Falce  is  to  testify  also,  but  he  is  not  here. 

Senator  Shelby,  I  believe  that  you  and  Congressman  Bereuter 
have  essentially  the  same  legislation,  counterparts  filed  in  each 
house. 

Mr.  Shelby  has  asked  if  he  could  go  first.  Is  that  acceptable  to 
you,  Mr.  Bereuter? 

Mr.  Bereuter.  I  would  like  to  be  accommodating,  but  I  need  to 
walk  out  of  here  at  10  minutes  to  10,  because  there  is  an  audito- 
rium fiill  of  people  waiting  to  have  me  there. 

Mr.  Spratt.  Mr.  Shelby,  can  you 

Mr.  Bereuter.  I  will  try  to  be  very  brief,  if  I  have  a  chance  to 
do  that. 

Mr.  Spratt.  OK  Is  that  agreeable  with  you,  sir? 

Mr.  Shelby.  Sure. 

Mr.  Spratt.  Fine. 

Mr.  Bereuter.  Thank  you.  I  appreciate  my  colleague  and  former 
classmate  in  the  96th  Congress,  and  Congressman  Kennedy. 

Mr.  Chairman,  and  Chairman  Conyers,  and  members  of  the  com- 
mittee, I  have  introduced  two— — 

Mr.  Spratt.  May  I  interrupt  you  just  a  minute,  because  our 
chairman,  our  full  committee  chairman,  would  like  to  make  an 
opening  statement  and  some  observations  about  the  problem. 

Mr.  Conyers,  glad  to  have  you. 
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Mr.  CoNYERS.  Well,  I  wanted  to  say  this  before  the  Secretary, 
but  since  I  didn't  have  a  chance,  I  will  be  sure  to  make  my  views 
known  to  him. 

I  apologize.  I  know  all  of  our  schedules  are  busy.  I  have  a  hear- 
ing myself  that  is  waiting  to  commence.  But  this  is  a  very,  very  im- 
portant hearing.  I  wanted  to  commend  you,  Mr.  Chairman,  and  ev- 
eryone on  this  subcommittee,  because  this  is  an  example  of  this  ad- 
ministration identifying  a  problem  and  then  moving  on  it  within 
days  with  boldness,  decisiveness,  and  resolve. 

In  the  coming  months,  I'm  going  to  be  working  on  proposals  re- 
lating to  the  community  development  bank,  about  which  I  know 
Mr.  Rush  has  more  to  say,  the  Community  Reinvestment  Act, 
which  is  a  very  important  component  of  this  whole  initiative,  and 
then  the  whole  question  of  capital  formation,  which  is,  in  a  way, 
another  central  subject.  Getting  someone  a  loan  is  important,  but 
in  and  of  itself  it  doesn't  address  the  question  of  capital  formation, 
even  at  the  small  business  level. 

All  of  you  have  a  lot  of  experience  on  that.  So  I  want  to  let  you 
know  that  this  is  very  important,  and  we  are  moving  in  the  right 
direction.  I  will  be  working  along  with  you. 

I  don't  know  how,  Mr.  Chairman,  you  get  all  of  my  friends  in 
your  hearing,  and  I  have  to  go  back  and  face  a  lot  of  other  people 
that  are  probably  not  as  cooperative  as  all  the  witnesses  you  have 
here  today. 

Thank  you. 

Mr.  Spratt.  I  apologize.  I  should  have  let  you  have  at  least  the 
indulgence  of  one  question  to  Mr.  Altman.  We  had  to  promise  him 
that  he  would  get  out  of  here  to  get  him  here  to  start  with,  and 
we  had  already  overstaved  the  time  he  promised  he  would  be  here. 
So  I'm  sorry  you  didn't  have  an  opportunity. 

Mr.  CoNYERS.  I  understand. 

Mr.  Spratt.  Mr,  Bereuter. 

STATEMENT  OF  HON.  DOUG  BEREUTER,  A  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  NEBRASKA 

Mr.  Bereuter.  Thank  you,  Mr.  Chairman  and  members  of  the 
subcommittee. 

I  would  ask  unsinimous  consent  that  my  full  statement,  including 
ones  with  examples  from  all  parts  of  the  countrv 

Mr.  Spratt.  Without  objection,  it  will  be  made  part  of  the  record. 
You  can  summarize  it  as  you  see  fit. 

Mr.  Bereuter.  I  will  be  happy  to  come  back  and  engage  in  ques- 
tions and  responses  with  you,  if  you  would  like,  next  week. 

The  legislation  that  I  introduced  last  year  and  reintroduced  in 
two  forms  this  year,  one  of  which  is  very  much  like  that  introduced 
by  Senator  Shelby,  attempts  to  provide  regulatory  burden  relief 
only  for  safe,  soundly  managed  banks,  highly  capitalized.  We  use 
the  existing  CAMEL  ratings  that  are  1  and  2  categories.  So  we're 
not  doing  anything  that  is  risky  in  that  respect. 

I  have  avoided  the  radical  kinds  of  approaches  that  some  con- 
template, which  deal  with  substantial  changes  in  CRA,  because  I 
know  that  is  controversial,  and  we  need  regulatory  relief  at  this 
point. 
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I  am  appreciative  of  what  Secretary  Altman  said  about  perhaps 
legislation  following  their  administrative  changes.  We  have  some 
brilliant  people  that  serve  in  the  Treasury  Department,  in  the  pre- 
vious administration  and  this  one.  But  I  want  to  surest  to  you 
that  there  is  often  a  disconnect  with  what  is  proposed  and  what 
their  knowledge  is  and  the  regulators  down  in  the  neld. 

While  I  welcome  the  administrative  changes,  they  will  be  largely, 
I'm  sure,  ineffective.  That's  blunt  It's  strai^tforward.  But  there  is 
a  disconnect.  The  regulators  in  tiie  field  are  so  gun-shy  from  being 
criticized  in  all  directions  over  the  last  decade  that  they  have  said, 
bluntly,  they  will  not  implement  the  chane^es.  You  can  get  all  the 
people  together  at  the  r^fulatory  agency  level  and  Treasury,  but 
you  re  not  going  to  have  a  true  regulatory  impact  down  in  the  com- 
munity based  banks  and  otJier  bamcs. 

They  are  sometimes  officious.  There  is  a  bureaucratic  principle  in 
effect  that  one  must  find  a  problem  in  every  bank  one  goes  to,  even 
if  you  stay  there  6  days  to  find  it  and  then  come  up  with  a  trivial 
kind  of  problem.  There  are  a  whole  set  of  reasons  why  these  ad- 
ministrative changes  will  be  desirable  but  not  implemented. 

I  think  it's  important  that  we  back  this  up  with  the  right  kind 
of  statutory  changes,  moving  with  your  suggestions  and  your  push 
through  the  two  banking  committees,  as  well. 

I  have,  in  a  statement  that  I  proposed  to  go  throue^  in  some  de- 
tail, in  addition  to  the  one  you  nave — and  I  will  make  it  a  part  of 
your  record,  with  your  permission,  Mr.  Chairman — the  details  from 
individual  banks  around  tJtie  country,  all  parts  of  the  country, 
where  the  impact  of  regulation  has  really  stifled  loan  activity  and 
where  tihe  new,  higher  fees  are  affecting  consumers  all  over. 

I  have  put  together  this  legislation  with  the  consumer  in  mind, 
and  I  welcome  your  suggestions  and  questions. 

At  this  point  I  would  yield  to  my  distinguished  colleagues. 

[The  prepared  statement  of  Mr.  Bereuter  follows:] 
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STATEMENT  BY  THE  HONORABLE  DOUG  BEREUTER 

BEFORE  THE  GOVERNMENT  OPERATIONS  SUBCOMMITTEE  ON 

COMMERCE,  CONSUMER,  AND  MONETARY  AFFAIRS: 

BANK  REGULATORY  BURDENS 

MARCH  17,  1993 

Mr.  Chairman  and  members  of  the  Subcommittee,  I  would  like 
to  thank  you  for  convening  this  morning's  hearing  on  the 
important  subject  of  bank  regulatory  burdens,  and  inviting  me  to 
testify.   It  is  an  important  issue  not  only  because  of  the 
operational  problems  imposed  on  financial  institutions,  but  the 
effect  that  the  operational  problems  have  on  credit  availability. 
Over  the  last  several  years,  the  regulators,  economists  and 
accountants  have  all  indicated  that  enactment  of  certain  statutes 
have  had  an  impact  on  bank  credit. 

I  have  had  an  interest  in  the  subject  for  a  long  time,  due 
in  part  to  the  nature  of  my  district  and  the  financial 
institutions  that  serve  my  constituents.   Although  it  contains 
the  capital  of  Lincoln,  the  area  is  predominantly  rural  and  is 
serviced  by  a  large  number  of  small  community  banks.   I  was  one 
of  the  sponsors  of  an  amendment  to  the  1991  Federal  Deposit 
Insurance  Corporation  Improvement  Act,  FDICIA,  that  called  on  the 
regulators  to  examine  existing  regulations  and  its  specific 
impact  on  small  banks.   During  the  last  Congress,  I  introduced 
two  comprehensive  bills  to  reduce  regulators  burdens  on  financial 
institutions,  and  have  reintroduced  variations  of  those  bills  in 
this  Congress: 

*  H.R.  59,  the  Depository  Institution  Burden  Relief  Act  of 
199  3,  which  I  introduced  January  5th;  and 

*  H.R.  962,  the  Economic  Growth  and  Financial  Institutions 
Regulatory  Paperwork  Reduction  Act  of  1993,  introduced  February 
18th,  along  with  my  colleague,  Jim  Bacchus  of  Florida. 

H.R.  59/H.R.  962 

Both  bills  have  the  following  purposes: 

1)  to  provide  regulatory  relief  only  for  those  institutions 
that  are  safe,  financially  sound  and  prudently  managed;  and 

2)  to  require  the  regulators  to  discard  stale  regulations, 
but  in  a  manner  that  does  not  affect  bank  regulators'  authority 
to  ensure  that  a  financial  institution  is  operating  in  a  sound 
and  lawful  manner. 

HR  59  would  generally  provide  regulatory  relief  only  for 
those  institutions  that  are  financially  sound  and  maintain  a  high 
level  of  management  (institutions  that  are  "adequately- 
capitalized"  as  required  by  FDICIA  and  maintain  a  CAMEL  or  MACRO 
rating  of  1  or  2) .   In  addition  to  reducing  requirements 
associated  with  forms  that  banks  must  regularly  submit  to  a 
regulator  and  putting  teeth  into  the  Paperwork  Reduction  Act, 
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H.R.  59  would  require  each  regulator  to  establish  an  "Office  of 
Regulatory  Quality".   This  office  would  serve  as  an  ombudsman  for 
individual  banks  to  allow  them  to  comment  on  the  quality  of  an 
examination  and  to  raise  questions  about  a  particular  regulation. 

H.R.  962  uses  a  similar  approach  in  providing  regulatory 
relief,  but  contains  additional  modifications  to  banking  laws,  as 
recommended  by  various  sectors  of  the  financial  industry.   H.R. 
962  includes  provisions  to:  get  banks  out  from  under  burdensome 
and  duplicative  audit  and  internal  requirements;  require  an 
adequate  transition  period  for  laws  imposing  major  disclosure  or 
recordkeeping  requirements  on  banks;  reduce  appraisal  burdens; 
require  the  regulators  to  recommend  ways  to  simplify  the  home 
mortgage,  small  business  and  consumer  lending  processes;  simplify 
bank  holding  company  procedures;  free  up  additional  capital  for 
lending  by  clarifying  what  amount  of  capital  must  be  held  against 
loans  sold  to  the  secondary  market  with  recourse. 

H.R.  59  and  H.R.  962  do  not  hamper  consumer  protection  and 
do  not  in  any  way  alter  existing  supervisory  provisions,  such  as: 

*  risk-based  insurance  premiums  for  banks; 

*  continued  annual  supervisory  examinations  for  troubled 
institutions; 

*  strong  capital  requirements; 

*  continued  annual  audits  for  institutions  subject  to  the 
requirement; 

*  additional  authority  to  close  or  restrict  the  activities 
of  troubled  institutions;  and 

*  the  1991  bank  bill's  (FDICIA)  strong  supervisory 
sanctions. 

Clinton  Administration  Efforts  are  Welcomed  but  Insufficient 

The  recently-announced  Clinton  Administration  plan  to 
address  the  credit  crunch  problem  included  a  number  of  provisions 
found  in  my  bills,  such  as: 

*  establishing  an  appeals  process  for  financial  institutions 
to  review  differences  in  judgement  directly  with  appropriate 
regulatory  officials; 

*  increasing  coordination  of  examinations;  and 

*  minimizing  documentation  requirements  for  small  and 
medium-sized  business  loans  at  well-capitalized  and  well-rated 
institutions. 

While  I  am  pleased  that  the  Clinton  Administration  has 
chosen  to  include  elements  of  my  bills  in  their  plan,  the 
regulatory  burden  and  related  credit-crunch  dilemma  will  not  be 
resolved  without  action  on  more  comprehensive  legislation. 
Banks  have  cited  the  Clinton  Administration's  "credit  crunch 
alleviation  program"  as  a  step  in  the  right  direction,  but 
clearly  not  enough  or  as  effective  as  statutory  changes. 

From  what  I  have  heard  informally  from  the  banking  industry 
and  their  regulators,  the  Clinton  Plan  will  have  little  impact  on 
a  day-to-day  level.   Individual  bankers  have  indicated  that  such 
an  administrative  step  will  have  little  impact  on  examiners  in 
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the  field  that  are  bound  by  statute  to  closely  scrutinize  loan 
portfolios  and  check  for  compliance  with  documentation 
requirements. 

Why  Legislation  is  Needed 

1.  Recent  laws  have  put  both  the  banks  and  their  regulators 
in  a  regulatory  straight jacket. 

This  observation  comes  not  just  from  banks,  but  also  from 
the  regulators,  themselves. 

Last  week.  Federal  Reserve  Vice  Chairman,  David  Mullins, 
testified  that  the  "[examination]  process  has  become 
progressively  more  standardized  and  mechanical,  more  dependent  on 
documentation,  analytical  formulas  and  rigid  rules  as  opposed  to 
examiner  judgement.   This  may  have  disproportionately  affected 
small  business  lending,  which  often  takes  the  form  of  character 
and  cash-flow  loans,  requiring  judgement  and  where  the  bank's 
return  comes  from  a  thorough  knowledge  and  working  relationship 
with  the  borrower". 

In  a  1992  FDIC  study  on  bank  regulation,  the  report 
indicated  that  the  FDIC  has  gone  from  a  discretionary  method  of 
regulating,  which  allowed  the  agency  to  discard  stale  and  out- 
dated regulations,  to  a  more  prescriptive  approach  since  the 
regulations  are  required  by  statute.   The  report  also  indicated 
the  following:  in  1967,  the  FDIC  had  20  regulations  covering  119 
pages  in  the  Code  of  Federal  Regulations;  by  1991,  the  FDIC  was 
enforcing  36  regulations,  covering  460  pages  and  this  does  not 
count  the  additional  60  new  regulations  as  required  by  FDICIA. 

2.  The  mounting  regulatory  burdens  are  having  an  impact  on 
bank  customers  —  both  businesses  and  individual  borrowers.   The 
impact  on  consumers  or  larger  customers  comes  in  several  forms, 
either: 

*  additional  —  and  often  confusing  paperwork  —  which  they 
must  sign; 

*  a  reduction  in  the  types  of  bank  services  offered;  or 

*  higher  fees  for  the  services. 

This  is  a  trend  that  is  occurring  in  all  parts  of  the 
country,  and  to  illustrate  my  point,  I  would  like  to  share  with 
you  a  few  examples: 

In  economically-troubled  areas  such  as  California,  bankers 
have  found  themselves  caught  between  trying  to  satisfy  examiners 
and  wanting  to  approve  small  business  loans.   Due  to  a  continued 
recession,  banks  indicate  that  examiners  have  been  particularly 
tough  on  lenders.   The  Monterey  area  of  Northern  California,  for 
example,  which  relies  heavily  on  the  tourism  industry  for  income, 
was  devastated  as  a  result  of  the  1989  earthquake.   Since  1989, 
lenders  have  been  trying  to  assist  local  businesses  in 
rebuilding,  but  have  been  stymied  by  regulatory  roadblocks.   One 
banker  found  it  difficult  to  approve  a  loan  from  a  regular 
borrower  that  wanted  to  get  an  expansion  loan  for  a  local  bed  & 
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breakfast  establishment.   The  lender  could  not  approve  the  loan 
because  bank  examiners  expected  documentation  showing  that  the 
borrower's  business  was  profitable  in  the  previous  year.   Since 
the  earthquake  had  occurred  in  the  previous  year  and  devastated 
the  bed  &  breakfast,  as  well  as  all  other  businesses  in  the  area, 
the  borrower  could  not  show  a  profit. 

While  we  may  not  realize  it,  prescribing  regulations  by 
statute  has  a  real  impact  on  the  ability  of  banks  to  service 
their  community.   A  banker  from  Reading,  Pennsylvania  indicated 
that  several  years  ago,  his  bank  arranged  a  financing  plan  to 
attract  a  buyer  for  a  local  pretzel  factory  employing  several 
hundred  people.   The  financing  arrangement  worked  out  and  today, 
the  pretzel  factory  has  continued  to  operate.   However,  given  the 
extensive  underwriting  standards  and  examiner  zeal  to  enforce 
them,  the  banker  has  said  that  if  today  the  pretzel  factory  was 
about  to  close,  his  bank  would  not  have  been  able  to  arrange 
financing  that  would  have  met  examiner  scrutiny. 

In  the  northeast,  the  lack  of  a  proper  transition  period  for 
FDICIA's  new  capital  standards  has  caused  credit  availability 
problems.   In  order  to  meet  the  higher  capital  requirements,  a 
number  of  institutions  had  to  down-size  by  selling  assets  and 
shrinking  loan  portfolios. 

In  the  midwest  and  great  plains  states,  smaller  banks  are  no 
longer  offering  certain  types  of  loans,  such  as  adjustable  rate 
mortgages,  home  equity  lines  of  credit  and  variable-rate  consumer 
loans,  because  of  the  difficulty  and  expense  involved  in 
providing  the  proper  disclosures,  not  to  mention  the  harsh 
penalties  which  may  result  from  inadvertent  technical  errors. 

There  are  additional  examples  of  the  impact  of  sheer  volumes 
of  paperwork: 

In  Texas,  one  banker  indicated  that  his  bank  had  just  enough 
money  to  hire  one  more  employee.   He  intended  to  hire  another 
loan  officer  to  generate  more  business  for  the  bank  -  but  when  he 
looked  at  his  work  load,  he  concluded  that  he  had  to  hire  a 
$45,000  per  year  compliance  officer  to  keep  up  with  government 
red  tape  and  paperwork  instead. 

In  the  mid-Atlantic,  one  regional  bank  has  a  consumer 
lending  division  that  has  100  employees;  unfortunately  —  only  60 
people  are  out  making  loans,  the  other  40  are  tracking  all  the 
paperwork  that  accompanies  each  loan. 

In  my  own  state,  I  was  aghast  to  learn  that  an  institution 
in  a  small,  farm-based  Nebraska  community,  with  only  $16  million 
in  assets,  underwent  a  week-long  CRA  examination  with  six 
examiners,   what's  even  more  troubling  is  that  the  bank  operates 
in  a  town  with  a  population  of  300. 

Conclusion 

Mr.  Chairman,  I  could  not  agree  more  with  those  who  argue 
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that  we  need  to  maintain  a  high  standard  of  regulation  and 
capitalization  for  financial  institutions.   However,  in  our 
effort  to  regulate  financial  institutions,  we  may  have  gone  too 
far  in  the  other  extreme  —  regulators  no  longer  examining  the 
financial  condition  of  the  institution,  but  are  now  directed  by 
regulation  or  driven  by  zeal  to  examine  a  bank's  basic,  day-to- 
day, business  decisions.   This  bureaucratic  over-reach  has 
resulted  in  tons  of  needless  paperwork  for  banks  and  hours  of 
bank  employees'  time  each  year.   Small  banks,  in  particular, 
simply  can't  afford  to  hire  the  employees  necessary  to  meet  the 
paperwork  burden. 

Unnecessarily  burdensome  regulation  imposes  a  high  price  on 
all  financial  institutions.   It  diminishes  earnings  and  lending 
capacity,  impairs  the  ability  of  banks  to  raise  capital,  and  it 
makes  it  harder  for  them  to  attract  and  retain  competent 
directors.   The  examples  I  have  given  you  also  suggest  that  it 
can  also  impede  product  innovation  and  reduce  the  responsiveness 
of  the  banking  industry  to  changing  customer  needs.   To  date,  17 
separate  organizations  representing  a  variety  of  businesses  that 
rely  on  bank  credit  --  manufacturers,  builders,  convenience  store 
operators,  —  have  expressed  support  for  legislation  to  eliminate 
regulatory  roadblocks  to  increased  lending. 

Thank  you,  again,  for  the  opportunity  to  present  my  views  on 
the  need  for  comprehensive  regulatory  burden  relief  for  financial 
institutions  and  the  customers  they  serve. 
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Mr.  Spratt.  Senator  Shelby,  we  are  glad  to  have  you,  and  we 
will  make  your  statement  part  of  the  record,  as  well,  so  that  you 
can  summarize. 

STATEMENT  OF  HON.  RICHARD  C.  SHELBY,  A  SENATOR  IN 
CONGRESS  FROM  THE  STATE  OF  ALABAMA 

Mr.  Shelby.  Thank  you.  Everybody  is  in  a  rush,  including  this 
Senator. 

I  am  glad  to  be  back  over  here  in  the  House  where  I  started  and 
spent  a  number  of  years  with  you,  Mr.  Chairman,  and  others.  Doug 
and  I  came  to  Congress  at  the  same  time,  and  we  are  still  working 
together. 

Mr.  Chairman,  members  of  the  committee,  I  would  like  to  thank 
you,  seriously  thank  you  for  having  me  here  this  morning.  This  is 
an  important  committee  hearing.  The  fact  that  we  are  holding  this 
hearing  I  believe  is  evidence  that  awareness  of  the  regfulatory  bur- 
den and  its  effect  on  the  credit  cnmch  are  growing.  I  hope  that  this 
awareness  will  translate  into  action  on  the  part  of  the  Congress. 

As  Secretary  Altman  discussed,  and  as  Congressman  Bereuter 
has  just  mentioned,  just  last  week  President  Clinton  took  what  ac- 
tion he  could,  Mr.  Chairman,  to  ease  the  credit  crunch,  by  issuing 
a  series  of  initiatives  that  the  bank  regulators  could  undertake 
without  congressional  approval.  And  I  applaud  the  President's  ac- 
tion. I  applaud  this  first  step.  It's  a  very  meaningful  first  step. 

Unfortunately,  Mr.  Chairman,  the  regulatoiy  system  President 
Clinton  inherited  is  like  an  old  car  with  a  flat  tire.  Through  admin- 
istrative action,  President  Clinton  was  able  to  fix  the  flat  tire,  or 
will  fix  it,  but  I  beHeve  it's  now  up  to  Congress  to  get  under  the 
hood  and  rebuild  the  engine.  I  agree  with  wie  Congressman  fi-om 
Nebraska,  this  is  going  to  have  to  take  some  statutory  action. 

In  January  of  this  year,  several  of  my  colleagues  in  the  Senate 
and  I  introduced  a  step-by-step  engine  repair  manual,  the  Eco- 
nomic Growth  and  Regulatory  Paperwork  Reduction  Act,  Senate 
bill  265,  which  is  similar  to  the  House  bill.  It  identifies  a  number 
of  regulatory  provisions  that  are  either  duplicative,  unnecessary,  or 
unduly  restrict  the  flow  of  credit. 

To  date,  this  measure  has  20  cosponsors  and  is  growing  in  the 
Senate,  I  believe  most  of  those  cosponsors  have  signed  on  to  the  bill 
because  they  realize,  like  you  do,  that  our  economy  is  still  being 
contracted  by  overly  tight  bank  regulation. 

In  spite  of  positive  economic  indicators  that  suggest  that  the 

economy  may  be  rebounding,  small  businesses  are  still  finding  it 

very  difficult  to  obtain  credit.  This  recovery  is  very  different  from 

jrevious  recoveries  you  are  aware  of,  in  that  the  growth  of  bank 

ending  has  been  negative,  Mr.  Chairman.  The  growth  of  bank 

ending  has  beer*  negative  since  the  beginning  of  the  recession  in 
1990. 

Bill  Brandon,  president  of  the  American  Bankers  Association,  re- 
ports that  the  differences  between  the  rate  of  growth  of  bank  lend- 
ing during  this  recovery  and  the  average  rate  of  growth  during  past 
recoveries  is  almost  10  percent,  which  translates,  Mr.  Chairman, 
into  a  contraction  of  more  than  $200  billion.  Think  about  it,  a  con- 
traction, not  growth,  a  contraction  of  $200  billion  annually,  com- 
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pared  to  what  might  have  been  achieved  if  bank  credit  had  been 
expanded  at  the  average  rate. 

As  regulations  increasingly  demand  banks  to  follow  more  stand- 
ardized procedures  for  making  loans,  small  businesses,  in  particu- 
lar, are  finding  it  difficult  to  obtain  credit.  Loans  to  small  busi- 
nesses are  often  made  on  subjective  evaluation  of  the  borrower's 
character.  Each  small  business  has  its  own  unique  needs  and  cir- 
cumstances that  are  difficult  to  meet  with  homogenized,  standard- 
ized loan  products. 

Mr.  Chairman,  I  know  each  member  of  this  committee  is  aware 
of  the  important  role  that  small  businesses  play  in  our  economy. 
Small  businesses  provide  approximately  two-thirds  of  the  jobs  in 
this  country.  Eighty  percent  of  the  new  jobs  created  in  the  last  dec- 
ade were  created  by  small  businesses.  Small  businesses,  however, 
are  more  dependent  than  larger  companies  on  banks  for  their  fi- 
nancing. Larger  companies  can  access  the  capital  markets  for  their 
financing  needs.  Smaller  firms  continue  to  rely  on  banks  for  their 
credit  needs,  and  they  are  not  getting  it. 

A  recent  survey  by  Arthur  Andersen  indicated  that  the  reason 
most  small  businesses  were  denied  credit  was  stricter  bank  regula- 
tion in  the  last  several  years.  Attached  to  my  testimony,  Mr.  Chair- 
man, is  a  letter  of  support  for  S.  265  from  borrowers'  groups.  These 
groups  support  this  legislation,  because  they  need  banks  to  be  able 
to  make  loans.  I  ask  unanimous  consent  that  this  be  made  part  of 
the  hearing  record. 

Mr.  Spratt.  Without  objection,  so  ordered. 

Mr.  Shelby.  I  think  it's  time,  Mr.  Chairman,  to  look  at  our  sys- 
tem of  bank  regulation  and  eliminate  those  regulations  that  im- 
Eeded  banks'  ability  to  serve  their  customers,  particularly  small 
usinesses. 

In  recent  testimony  before  the  Senate  Small  Business  Commit- 
tee, David  Mullins,  Vice  Chairman  of  the  Federal  Reserve,  stated 
that  while  some  new  regulatory  requirements  have  been  worth- 
while and  important  and  have  enhanced  safety  and  soundness,  a 
good  many  provide  less  clear-cut  benefits  that  may  not  justify  their 
cost  in  terms  of  increased  burden.  Higher  burdens  raise  the  cost  of 
financial  intermediation  and  can  adversely  affect  the  cost  and  the 
availability  of  bank  credit. 

Rarely,  Mr.  Chairman,  do  we  see  the  Federal  Reserve  speak  so 
plainly.  In  his  testimony,  David  Mullins  discusses  the  dispropor- 
tionate impact  the  move  toward  more  standardized  and  mechanical 
regulation  has  had  on  small  business  lending. 

The  Federal  Reserve  is  apparently  working  with  the  Treasury 
and  the  banking  re^lators  to  reduce  the  unnecessary  regulatory 
impediments  to  Dusmess  lending.  I  commend  them  for  this  effort. 
However,  as  many  of  the  impediments  are  imposed  by  statute,  I  be- 
lieve it  will  be  necessary  for  Congress  to  act.  We  can't  do  it  all  ad- 
ministratively. 

I  would  like  to  say  a  word  about  the  FDIC  Improvement  Act. 
Some  members  are  reluctant  to  support  efforts  to  relieve  the  regu- 
latory burden  because  it  is  necessary  to  repeal  or  to  alter  provi- 
sions in  the  FDIC  Improvement  Act  that  Congress  passed  in  1991. 
It  is  important  to  remember  that,  at  the  time  the  FDIC  Improve- 
ment Act  became  law,  the  Bank  Insurance  Fund  was  projected  to 
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sustain  record  losses.  However,  favorable  interest  rates  allowed 
banks  to  dramatically  improve  their  financial  condition. 

In  1992,  banks  earned  a  record  $32  billion  and  added  another 
$32  billion  to  capital,  which  is  so  important.  Bank  capital  ratios  are 
at  the  highest  level  in  more  than  25  years,  Mr.  Chairman.  Most  of 
the  bad  loans  burdening  the  balance  sheets  in  1990  have  been 
charged  off,  and  loan  loss  reserves  have  been  increased.  The  finan- 
cial condition  of  banks  is  very  different  todav  than  what  it  was  2 
or  3  years  ago,  yet  small  businesses,  Mr.  Chairman,  still  find  it 
tough  to  get  a  loan  all  over  this  country. 

The  FDIC  Improvement  Act  was  passed  in  a  climate  of  fear,  fear 
on  the  part  of  Congress  that  we  were  going  to  see  a  repeat  of  the 
savings  and  loan  crisis.  Regulators,  fearing  Congress,  cracked  down 
on  financial  institutions.  Banks,  Mr.  Chairman,  fearing  the  regu- 
lators, shut  off  ttie  flow  of  credit  to  all  but  the  very  safest  of  our 
borrowers. 

S.  265  would  go  a  long  way  toward  ending  that  climate  of  fear. 
The  financial  condition  of  this  Nation's  banks  is  very  different,  as 
I  said,  than  it  appeared  in  1990  and  1991.  The  regulatory  climate 
should  respond  to  improving  conditions.  Now,  Mr.  Chairman,  we. 
as  legislators,  have  to  choose  what  is  more  important  to  us,  a  bill 
that  was  passed  2  years  ago  to  respond  to  a  short-term  situation 
in  tiie  banking  industry  or  tne  state  of  the  Nation's  economy. 

I  would  like  to  end  by  leaving  with  you  an  explanation  of  the 
credit  crunch  that  was  given  to  me  by  a  banker  in  my  hometown. 

As  he  put  it.  Congress  passes  a  law  that  is  supposed  to  provide 
a  four-lane  hignway  for  lending,  but  then  the  regulators  come  along 
and  write  the  regulations  well  within  the  boundaries  of  the  law, 
Mr.  Chairman,  and  the  bank  writes  its  loan  policies  well  within  the 
boundaries  of  the  regulation.  Then  the  lending  officer  makes  loans 
well  within  the  boundaries  of  the  loan  policies.  By  the  time  the  law 
is  followed  by  the  lending  officer,  what  was  supposed  to  be  a  four- 
lane  highway  is  now  simply  a  one-lane,  dirt  road. 

I  believe,  Mr.  Chairman,  it's  time  to  widen  the  road.  I  urge  you 
and  others  to  support  H.R  962  here.  That  is  the  House  companion 
to  our  bill.  We  are  on  the  ridit  road.  I  believe  we  have  to  get  there. 

I  commend  you  again  for  nolding  this  hearing.  I  have  to  go  to  a 
Senate  Banking  Committee.  I  will  oe  glad  to  respond  to  any  ques- 
tions you  mig^t  propose  for  the  record,  if  you  will  send  them  to  me. 

[The  prepared  statement  of  Mr.  Shelby  follows:] 
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STATEMENT  BY  SENATOR  RICHARD  SHELBY 

AT  HOUSE  GOVERNMENT  OPERATIONS 
SUBCOMMITTEE  ON  COMMERCE,  CONSUMER, 
AND  MONETARY  AFFAIRS 
HEARING  ON  REGULATORY  BURDEN 
MARCH  17,  1993 

MR.  CHAIRMAN,  MEMBERS  OF  THE  COMMITTEE,  I  WOULD  LIKE  TO  THANK  YOU 
FOR  HAVING  ME  HERE  THIS  MORNING.   THE  FACT  THAT  YOU  ARE  HOLDING  THIS 
HEARING  IS  EVIDENCE  THAT  AWARENESS  OF  THE  REGULATORY  BURDEN  AND  ITS 
EFFECT  ON  THE  "CREDIT  CRUNCH"  ARE  GROWING.   I  HOPE  THAT  THIS 
AWARENESS  WILL  TRANSLATE  INTO  ACTION  ON  THE  PART  OF  THE  CONGRESS. 

AS  MR.  ALTMAN  DISCUSSED,  JUST  LAST  WEEK,  PRESIDENT  CLINTON  TOOK  WHAT 
ACTION  HE  COULD  TO  EASE  THE  CREDIT  CRUNCH  BY  ISSUING  A  SERIES  OF 
INITIATIVES  THAT  THE  BANK  REGULATORS  COULD  UNDERTAKE  WITHOUT 
CONGRESSIONAL  APPROVAL.   I  APPLAUD  HIS  ACTION  AS  A  VERY  MEANINGFUL 
FIRST  STEP. 

UNFORTUNATELY,  THE  REGULATORY  SYSTEM  PRESIDENT  CLINTON  INHERITED  IS 
LIKE  AN  OLD  CAR  WITH  A  FLAT  TIRE.   THROUGH  ADMINISTRATIVE  ACTION, 
PRESIDENT  CLINTON  WAS  ABLE  TO  FIX  THE  FLAT  TIRE.   IT  IS  NOW  UP  TO 
CONGRESS  TO  GET  UNDER  THE  HOOD  AND  REBUILD  THE  ENGINE. 

IN  JANUARY  OF  THIS  YEAR,  SEVERAL  OF  MY  COLLEAGUES  IN  THE  SENATE  AND 
I  INTRODUCED  A  STEP-BY-STEP  ENGINE  REPAIR  MANUAL.   THE  ECONOMIC 
GROWTH  AND  REGULATORY  PAPERWORK  REDUCTION  ACT,  S.  265,  IDENTIFIES  A 
NUMBER  OF  REGULATORY  PROVISIONS  THAT  ARE  EITHER  DUPLICATIVE, 
UNNECESSARY,  OR  UNDULY  RESTRICT  THE  FLOW  OF  CREDIT.   TO  DATE,  THIS 
MEASURE  HAS  TWENTY  COSPONSORS,  INCLUDING  SENATOR  CONNIE  MACK  OF 
FLORIDA,  THE  LEAD  REPUBLICAN  SPONSOR  OF  THE  BILL. 
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I  BELIEVE  MOST  OF  THESE  COSPONSORS  HAVE  SIGNED  ON  TO  THE  BILL 

BECAUSE  THEY  REALIZE  THAT  OUR  ECONOMY  IS  STILL  BEING  CONTRACTED  BY 

OVERLY  TIGHT  BANK  REGULATION.   IN  SPITE  OF  POSITIVE  ECONOMIC 

INDICATORS  THAT  SUGGEST  THAT  THE  ECONOMY  MAY  BE  REBOUNDING,  SMALL 

BUSINESSES  ARE  STILL  FINDING  IT  DIFFICULT  TO  OBTAIN  CREDIT. 

THIS  RECOVERY  IS  VERY  DIFFERENT  FROM  PREVIOUS  RECOVERIES  IN  THAT  THE 
GROWTH  OF  BANK  LENDING  HAS  BEEN  NEGATIVE  SINCE  THE  BEGINNING  OF  THE 
RECESSION  IN  1990.  BILL  BRANDON,  PRESIDENT  OF  THE  AMERICAN  BANKERS 
ASSOCIATION,  REPORTS  THAT  THE  DIFFERENCE  BETWEEN  THE  RATE  OF  GROWTH 
OF  BANK  LENDING  DURING  THIS  RECOVERY  AND  THE  AVERAGE  RATE  OF  GROWTH 
DURING  PAST  RECOVERIES  IS  ALMOST  TEN  PERCENT,  WHICH  TRANSLATES  INTO 
A  CONTRACTION  OF  MORE  THAN  $200  BILLION  ANNUALLY,  COMPARED  TO  WHAT 
MIGHT  HAVE  BEEN  ACHIEVED  IF  BANK  CREDIT  HAD  EXPANDED  AT  THE  AVERAGE 
RATE. 

AS  REGULATIONS  INCREASINGLY  DEMAND  BANKS  TO  FOLLOW  MORE  STANDARDIZED 
PROCEDURES  FOR  MAKING  LOANS,  SMALL  BUSINESSES  IN  PARTICULAR  ARE 
FINDING  IT  DIFFICULT  TO  OBTAIN  CREDIT.   LOANS  TO  SMALL  BUSINESSES 
ARE  OFTEN  MADE  ON  SUBJECTIVE  EVALUATIONS  OF  THE  BORROWER'S 
CHARACTER.   EACH  SMALL  BUSINESS  HAS  ITS  OWN  UNIQUE  NEEDS  AND 
CIRCUMSTANCES  THAT  ARE  DIFFICULT  TO  MEET  WITH  HOMOGENEOUS, 
STANDARDIZED  LOAN  PRODUCTS. 

MR.  CHAIRMAN,  I  KNOW  EACH  MEMBER  OF  THIS  COMMITTEE  IS  AWARE  OF  THE 
IMPORTANT  ROLE  THAT  SMALL  BUSINESSES  PLAY  IN  OUR  ECONOMY.   SMALL 
BUSINESSES  PROVIDE  APPROXIMATELY  TWO  THIRDS  OF  THE  JOBS  IN  THIS 
COUNTRY.   EIGHTY  PERCENT  OF  THE  NEW  JOBS  CREATED  IN  THE  LAST  DECADE 
WERE  CREATED  BY  SMALL  BUSINESSES. 
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SMALL  BUSINESSES  ARE  MORE  DEPENDENT  THAN  LARGER  COMPANIES  ON  BANKS 

FOR  THEIR  FINANCING.   LARGER  COMPANIES  CAN  ACCESS  THE  CAPITAL 

MARKETS  FOR  THEIR  FINANCING  NEEDS.   SMALLER  FIRMS  CONTINUE  TO  RELY 

ON  BANKS  FOR  THEIR  CREDIT  NEEDS. 

A  RECENT  SURVEY  BY  ARTHUR  ANDERSEN  INDICATED  THAT  THE  REASON  MOST 
SMALL  BUSINESSES  WERE  DENIED  CREDIT  HAS  STRICTER  BANK  REGULATION. 
ATTACHED  TO  MY  TESTIMONY  IS  A  LETTER  OF  SUPPORT  FOR  S.  265  FROM 
BORROWER  GROUPS.   THESE  GROUPS  SUPPORT  MY  LEGISLATION  BECAUSE  THEY 
NEED  BANKS  TO  BE  ABLE  TO  MAKE  LOANS.   I  ASK  UNANIMOUS  CONSENT  THAT 
THIS  LETTER  BE  MADE  PART  OF  THE  HEARING  RECORD. 

IT  IS  TIME  TO  LOOK  AT  OUR  SYSTEM  OF  BANK  REGULATION  AND  ELIMINATE 
THOSE  REGULATIONS  THAT  IMPEDE  BANKS'  ABILITY  TO  SERVE  THEIR 
CUSTOMERS,  PARTICULARLY  SMALL  BUSINESSES. 

IN  RECENT  TESTIMONY  BEFORE  THE  SENATE  SMALL  BUSINESS  COMMITTEE, 
DAVID  MULLINS,  VICE  CHAIRMAN  OF  THE  FEDERAL  RESERVE,  STATED  THAT 
WHILE  SOME  "NEW  REGULATORY  REQUIREMENTS  HAVE  BEEN  WORTHWHILE  AND 
IMPORTANT  AND  HAVE  ENHANCED  SAFETY  AND  SOUNDNESS,  A  GOOD  MANY 
PROVIDE  LESS  CLEAR-CUT  BENEFITS  THAT  MAY  NOT  JUSTIFY  THEIR  COST  IN 
TERMS  OF  INCREASED  BURDEN.   HIGHER  BURDENS  RAISE  THE  COST  OF 
FINANCIAL  INTERMEDIATION  AND  CAN  ADVERSELY  AFFECT  THE  COST  AND 
AVAILABILITY  OF  BANK  CREDIT.' 

RARELY  DO  WE  SEE  THE  FEDERAL  RESERVE  SPEAK  SO  PLAINLY.   IN  HIS 
TESTIMONY,  DAVID  MULLINS  DISCUSSES  THE  DISPROPORTIONATE  IMPACT  THE 
MOVE  TOWARD  MORE  "STANDARDIZED  AND  MECHANICAL"  REGULATION  HAS  HAD  ON 
SMALL  BUSINESS  LENDING. 
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THE  FEDERAL  RESERVE  IS  APPARENTLY  WORKING  WITH  THE  TREASURY  AND  THE 

BANK  REGULATORS  TO  REDUCE  THE  UNNECESSARY  REGULATORY  IMPEDIMENTS  TO 

BUSINESS  LENDING.   I  COMMEND  THEM  FOR  THIS  EFFORT.   HOWEVER,  AS  MANY 

OF  THESE  IMPEDIMENTS  ARE  IMPOSED  BY  STATUTE,  IT  WILL  BE  NECESSARY 

FOR  CONGRESS  TO  ACT. 

I  WOULD  LIKE  TO  SAY  A  WORD  ABOUT  THE  FDIC  IMPROVEMENT  ACT.   SOME 
MEMBERS  ARE  RELUCTANT  TO  SUPPORT  EFFORTS  TO  RELIEVE  THE  REGULATORY 
BURDEN  BECAUSE  IT  IS  NECESSARY  TO  REPEAL  OR  ALTER  PROVISIONS  IN  THE 
FDIC  IMPROVEMENT  ACT  THAT  CONGRESS  PASSED  IN  1991. 

IT  IS  IMPORTANT  TO  REMEMBER  THAT  AT  THE  TIME  THAT  THE  FDIC 
IMPROVEMENT  ACT  BECAME  LAW,  THE  BANK  INSURANCE  FUND  WAS  PROJECTED  TO 
SUSTAIN  RECORD  LOSSES.   HOWEVER,  FAVORABLE  INTEREST  RATES  ALLOWED 
BANKS  TO  DRAMATICALLY  IMPROVE  THEIR  FINANCIAL  CONDITION.   IN  1992, 
BANKS  EARNED  A  RECORD  $32  BILLION  AND  ADDED  ANOTHER  $32  BILLION  TO  . 
CAPITAL. 

BANK  CAPITAL  RATIOS  ARE  AT  THE  HIGHEST  LEVEL  IN  MORE  THAN  TWENTY- 
FIVE  YEARS.   MOST  OF  THE  BAD  LOANS  BURDENING  BALANCE  SHEETS  IN  1990 
HAVE  BEEN  CHARGED  OFF  AND  LOAN  LOSS  RESERVES  HAVE  BEEN  INCREASED. 
THE  FINANCIAL  CONDITION  OF  BANKS  IS  VERY  DIFFERENT  TODAY  THAN  IT  WAS 
JUST  TWO  OR  THREE  YEARS  AGO.   YET  SMALL  BUSINESSES  STILL  FIND  IT 
TOUGH  TO  GET  A  LOAN. 

THE  FDIC  IMPROVEMENT  ACT  WAS  PASSED  IN  A  CLIMATE  OF  FEAR,  FEAR  ON 
THE  PART  OF  CONGRESS  THAT  WE  WERE  GOING  TO  SEE  A  REPEAT  OF  THE 
SAVINGS  AND  LOAN  CRISIS.   REGULATORS,  FEARING  CONGRESS,  CRACKED  DOWN 
ON  FINANCIAL  INSTITUTIONS.   BANKS,  FEARING  THE  REGULATORS,  SHUT  OFF 
THE  FLOW  OF  CREDIT  TO  ALL  BUT  THE  VERY  SAFEST  OF  BORROWERS. 
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S.  265  WOULD  GO  A  LONG  NAY  TOWARD  ENDING  THAT  CLIMATE  OF  FEAR.   THE 

FINANCIAL  CONDITION  OF  THIS  NATION'S  BANKS  IS  VERY  DIFFERENT  TODAY 
IN  1993  THAN  IT  APPEARED  IN  1990  AND  1991.  THE  REGULATORY  CLIMATE 
SHOULD  RESPOND  TO  IMPROVING  CONDITIONS. 

NOW  WE  AS  LEGISLATORS  HAVE  TO  CHOOSE  WHAT  IS  MORE  IMPORTANT  TO  US:  A 
BILL  THAT  WAS  PASSED  TWO  YEARS  AGO  TO  RESPOND  TO  A  SHORT  TERM 
SITUATION  IN  THE  BANKING  INDUSTRY  OR  THE  STATE  OF  THIS  NATION'S 
ECONOMY . 

I  WOULD  LIKE  TO  END  BY  LEAVING  YOU  WITH  AN  EXPLANATION  OF  THE  CREDIT 
CRUNCH  THAT  WAS  GIVEN  TO  ME  BY  A  BANKER  IN  MY  HOMETOWN. 

AS  HE  PUT  IT,  "CONGRESS  PASSES  A  LAW  THAT  IS  SUPPOSED  TO  PROVIDE  A 
FOUR  LANE  HIGHWAY  FOR  LENDING.   BUT  THEN  THE  REGULATORS  COME  ALONG 
AND  WRITE  THE  REGULATIONS  WELL  WITHIN  THE  BOUNDARIES  OF  THE  LAW. 
AND  THE  BANK  WRITES  ITS  LOAN  POLICIES  WELL  WITHIN  THE  BOUNDARIES  OF 
THE  REGULATIONS.   THEN  THE  LENDING  OFFICER  MAKES  LOANS  WELL  WITHIN 
THE  BOUNDARIES  OF  THE  LOAN  POLICIES.   BY  THE  TIME  THE  LAW  IS 
FOLLOWED  BY  THE  LENDING  OFFICER,  WHAT  WAS  SUPPOSED  TO  BE  A  FOUR  LANE 
HIGHWAY  IS  NOW  A  ONE  LANE  DIRT  ROAD." 

MR.  CHAIRMAN,  IT  IS  TIME  TO  WIDEN  THE  ROAD.   I  URGE  YOU  TO  COSPONSOR 
H.R.  962,  INTRODUCED  BY  CONGRESSMAN  BEREUTER  AND  CONGRESSMAN  JIM 
BACCHUS,  THAT  IS  THE  HOUSE  COMPANION  TO  OUR  BILL  IN  THE  SENATE.    I 
APPRECIATE  THIS  OPPORTUNITY  TO  TESTIFY  BEFORE  THE  COMMITTEE. 
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March  9,  1993 

Dear  Senator/Representative: 

The  undersigned  groups,  representing  a  broad  range  of  businesses,  are 
writing  to  you  to  express  our  support  for  efforts  to  review  and  change  bank 
regulations  in  order  to  increase  the  availability  of  credit  and  thereby 
support  economic  growth.  While  recent  reports  about  the  economy  are 
encouraging,  there  are  still  a  number  of  danger  signs,  including  the 
unemployment  figures.  As  the  economy  expands  and  the  demand  for  credit 
increases,  we  are  very  concerned  that  sufficient  credit  from  banks  may  not  be 
available,  for  the  businesses  we  represent,  to  support  continued  economic 
growth. 

The  availability  of  bank  credit  is,  of  course,  critical  for  the  members 
of  our  groups  to  expand  their  businesses  and  provide  more  jobs.  Yet,  there 
are  continuing  problems  in  obtaining  sufficient  credit.  For  example,  two 
years  after  the  end  of  the  last  five  recessions  prior  to  the  1990-91 
recession,  bank  credit  was  expanding  at  an  average  rate  of  over  nine  percent 
annually,  thereby  supporting  economic  growth.  However,  two  years  after  the 
1990-91  recession,  bank  credit  growth  was  actually  negative. 

While  there  are  a  variety  of  factors  behind  these  numbers  on  credit 
growth,  it  is  quite  apparent  that  the  recent  changes  and  increases  in  bank 
regulation  have  had  the  effect  of  significantly  reducing  the  availability  of 
credit.  S.  265  and  H.R.  962  contain  a  number  of  provisions  designed  to  reduce 
the  regulatory  burden  inhibiting  credit  expansion  without  undermining  bank 
safety  and  soundness.  These  bills  deserve  active  Congressional  consideration, 
and  we  urge  the  Congress  to  enact  legislation  to  eliminate  regulatory 
roadblocks  to  increased  lending. 

Sincerely, 

American  Cement  Alliance 

American  Furniture  Manufacturers  Association 

American  Insurance  Association 

Associated  Builders  and  Contractors 

Building  Owners  and  Managers  Association 

Manufactured  Housing  Institute 

NAIOP,  The  Association  for  Commercial  Real  Estate 

National  Association  of  Convenience  Stores 

National  Association  of  Home  Builders 

National  Association  of  Manufacturers., 

National  Association  of  Realtors 

National  Association  of  Wholesaler-Distributors 

National  Federation  of  Independent  Business 

National  Multi  Housing  Council 

National  Realty  Committee 

Printing  Industries  of  America 

U.  S.  Chamber  of  Commerce 
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SUMMARY  OF  S.  265, 
THE  ECONOMIC  GROWTH  AND  REGULATORY  PAPERWORK 
REDUCTION  ACT  OF  1993 


TITLE  I  -  REaULATORV  IMPACT  ON  CREDIT  AV&ILXBILZTY 

Subtitle  A  —  G«a«ral  Provislona 

1.    Modify  Restrictions  on  Real  Estate  LanHHng  -  Modify  FDICIA 
proviaion  requiring  regulators  to  «naat  standards  on  bank  real 
estate  lending  practices  to  include  requiretoent  that  regulators 
consider  the  inpact  that  such  standards  hava  on  the  availability 
of  credit  for  snail  business,  residential  and  agricoltxural 
purposes,  and  on  low-  and  moderate-incons  communities. 
Regulators  are  instructed  to  oininize  the  negative  Impact  that 
these  real  estate  lending  rules  have  on  the  availability  of 
credit  in  these  areas,  consistent  with  safety  and  soundness. 

2.  Mlninizp  Appraisal  Burdens  -  Direct  the  Appraisal 
Subconraittee  to  encourage  states  to  develop  reciprocity 
agreements  which  authorize  appraisers  licensed  or  certified  in 
one  state  and  in  good  standing  to  perform  appraisals  in  the  other 
state;  minimizo  potential  inplementation  problems  of  temporary 
practice  authority. 

3.  RenovR  Cgrtain  Technical  Problems  with  Plednlna  SBnurtties  to 
Protpcr  Public  Deposits  -  Eliminate  technical  problems  with 
pledging  securities  to  protect  public  deposits,  thereby 
facilitating  the  ability  of  financial  institutions  to  hold  such 
deposits  and  reducing  the  cost  to  public  entities  of  so  doing. 

Subtitle  B  —  XBpact  of  Aooounting  and  Capital  tssaes  on  Credit 

Availability 

4 .  Reduce  Substantial  Auditing  Costs  -  Modify  the  audit 
provisions  of  PDICIA  to  eliminate:  current  independent  auditor 
attestation  requirements,  duplicative  management  report 
rec[uirenents,  amd  certain  restrictions  on  the  makeup  of  internal 

bank  audit  connnittees. 

5.  Require  Regulator-/  Capital  Treatment  of  Recourse  Arrangements 
Consistent  with  GAAP  -  Eliminate  current  inoonalstancies  between 
RAP  and  GAAP  accounting  In  determining  the  necessary  capital  to 
be  held  against  loans  sold  with  recourse. 
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6.  Repeal  Market  Value  DiseloRnre  Recm i rernan^  <n  Current  Law  - 
Repeal  supplemental  disclosure  requirement  included  in  PDICIA, 
removing  a  potential  impediment  to  a  financial  inBtltution ' 8 
ability  to  lend. 

7.  Study  op  Impact  of  Capital  Standards  -  Requires  Treasury  to 
report  to  Congress  on  the  impact  of  risk-based  capital  standards 
on  bank  safety  and  soundness,  and  on  the  availability  of  credit 
(particularly  to  consumers  and  small  businesses) . 

8.  Minimize  pptential  Impact  of  Capital  Standards  on  Credit 
Availability  and  Econpmic  Growth  -  Phase-in  inclusion  of  interest 
rate  risk  in  capital  calculations  to  correspond  to  the 
implementation  of  similar  international  capital  standards;  repeal 
FDICIA  provisions  that  require  bank  regulatory  agencies  to 
develop  capital  standards  to  account  for  concentration  risk  and 
non-traditional  activities  risk  so  as  to  minimize  the  negative 
impact  that  such  subjective  standards  can  have  on  economic 
growth . 

subtitle  c  —  Disincentives  to  Risk-Peking 

9.  Restore  Dun  Process  Protections  for  Bank  Officers  and 
Directory  -  Strengthen  provisions  in  current  law  to  ensure  that 
officers  and  directors  retain  appropriate  procedural  due  process 
rights  in  prejudgment  attachment  and  administrative  asset  freeze 
situations,  consistent  with  Rule  65  of  the  Federal  Rules 
Procedure. 

10.  Modify  Provisions  Imposing  Strict  Liability  on  Officers  am 
Directors  -  Modify  current  culpability  standard  to  require  a 
finding  of  negligence  in  order  to  impose  liability  on  officers 
and  directors  for  violations  of  insider  transaction  lavs.  This 
would  correct  a  recent  court  decision  which  interpreted  Federal 
law  to  hold  bank  officers  and  directors  strictly  liable  for  any 
violation  of  those  laws.   The  current  interpretation  of  law 
represents  a  major  disincentive  to  serving  as  a  financial 
institution  officer  or  director. 

11.  Minimize  Disincentives  to  Serving  as  Bank  Officers. 
Directors  and  Employees  by  Tightening  Regulatory  Penalty 
Provisions  -  Clarify  culpability  standards  required  for 
imposition  of  certain  levels  of  regulatory  civil  money  penalti 
This  would  reduce  a  major  disincentive  to  serving  as  a  directo 
officer  or  employee  of  a  financial  institution,  while  ensuring 
that  regulators  retain  adequate  authority  to  impose  substantia 
civil  money  penalties  where  appropriate. 

12.  Clarify  LiahiHtv  Standard  for  Officers  and  Directors  - 
Clarify  current  law  to  ensure  that  a  national  gross  negligenc* 
standard  is  applied  to  officers  and  directors  subject  to  D&O 
liability  actions. 
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Subtitle  D  —  MlsaellaoaouB  Credit  Availability  Provisions 

13.  Appeals  Process  on  Regulatory  Determinations  -  Direct 
regulators  to  establish  a  viable  regulatory  appeals  process  to 
permit  review  of  regulatory  determinations  and  preclude  arbitrary 
and  capricious  regulatory  actions. 

14.  Modify  current  Restrictions  on  Loans  to  Banlc  OfficerB  and 
Directors  -  Statutorily  establish  that  all  banks  under  $100 
million  in  deposits  nay  lend  to  all  insiders,  in  the  aggregate, 
up  to  two  times  capital  and  surplus.   Broaden  regfulatory 
discretion  to  permit  banks  under  $250  million  in  deposits  to  lend 
in  the  aggregate  to  insiders  up  to  two  times  capital  and  surplus. 

15.  Study  on  Paying  Interest  on  Sterile  Reserves  -  Require  the 
Federal  Reserve,  in  consultation  with  the  POIC,  to  study  the 
necessity  for  continuing  to  require  financial  institutions  to 
maintain  sterile  reserves,  and  the  appropriateness  of  paying 
market  rates  of  interest  to  the  institutions,  or  the  deposit 
insurance  funds,  on  those  reserves.   The  OHB  and  CBO  are  also 
directed  to  report  to  Congress  on  the  budgetary  impact  of  such  a 
payment  of  interest.   This  would  address  the  issue  of  what 
currently  constitutes  a  "hidden  tax"  on  bank  deposits,  improving 
bank  profitability  and  freeing  up  additional  funds  for  meeting 
local  credit  needs. 

16.  Expand  FDTC  Discretion  to  Waive  Repudiation  Rinhta  -  Grants 
the  FDIC  the  discretionary  authority  to  waive  its  right  of 
repudiation  on  credit  card  accounts  receivable  sales  made  prior 
to  insolvency.   This  maintains  the  value  of  such  assets,  thereby 
protecting  the  deposit  insurance  fund  by  permitting 
undercapitalized  institutions  to  increase  their  capital  levels 
more  quickly  by  selling  such  assets  at  higher  prices. 

17.  Enhance  Credit  Availability  by  Changes  to  the  Federal  Home 
Loan  Bank  System  -  increases  the  amount  of  credit  availaUsle  by: 
(a)  expanding  the  amount  of  residential  real  estate-related 
collateral  that  can  be  used  to  secure  FHLBank  advances;  and  (b) 
giving  the  FHLBanks  the  authority  to  purchase  and  invest  in 
participation  interests  in  residential  construction  loans 
originated  by  member  institutions  (and  made  in  compliemce  with 
regulatory  standards) ,  and  to  enhance  the  credit  quality  of  any 
of  these  interests  that  the  FHLBanks  resell, 

TITLE  IZ  -  REGULATORY  mCROMAMAQSMBNT 

18.  Minimize  Govemment  Mlcro-Manaaement  -  Repeal  the  section  of 
FDICIA  which  requires  regulators  to  prescribe  standards,  on  bank 
operating  procedures,  such  as  internal  controls,  audit  systems, 
loan  documentation,  executive  compensation,  earnings,  and  stock 
valuation. 
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19.  Direct  Review  of  Regulatory  Burdens  Aeeoeialted  with  Written 
Policy  Requirements  -  Direct  Federal  regulators  to  review  the 
impact  that  current  written  policy  requirements  have  on  small 
banks,  and  to  reduce  these  requirements  where  appropriate. 

20.  Modify  Rules  on  Deposit  Taking  -  Corrects  a  technical 
problem  in  current  law  which  places  restrictions  on  the  interest 
rates  that  adequately  capitalized  banks  nay  provide  on  deposits. 

21.  Remove  Regulatory  Tropleinentation  Pressures  -  Create  general 
statutory  requirement  that  prohibits  regulators  (unless  emergency 
circumstances  exist  or  where  otherwise  explicitly  directed  by 
Congress)  from  implementing  any  new  regulation  which  imposes 
additional  reporting,  disclosure  or  other  requirements  prior  to 
180  days  after  the  date  that  final  regulations  are  issued. 

TITLE  III  -  ONNECESBARY  COST,  PAPERWORK  AND  REGULATION 

Subtitle  A  —  Qeneral  Provisions 

22.  Reduce  Supervigorv  Examination  Costs  -  Modify  current  annual 
exam  requirements  to:  permit  strong  community  depository 
institutions  to  be  examined  every  two  years;  allow  state  exams  to 
satisfy  the  annual  exam  requirement;  and  allow  depository 
institutions  within  multi-depository  institution  holding 
companies  to  be  examined  less  frequently  under  certain 
conditions.   Under  the  last  provision,  regulators  would  be  given 
the  discretion  to  exempt  institutions  within  holding  companies 
from  the  annual  exam  requirement  where  they  are  satisfied  that: 
(a)  adequate  internal  controls  and  examination  procedures  exist 
at  the  holding  company  level;  or  (b)  the  lead  institution  within 
the  holding  company  holds  a  substantial  portion  of  the  holding 
company's  depository  institution  assets  and  that  institution  is 
examined. 

23.  Minimize  Kxaminatlon  Disruption  -  Direct  Federal  regulators 
to  coordinate  all  bank  examinations  (e.g.  EDP,  safety  and 
soundness,  compliance,  CRA,  others)  in  order  to  minimize  the 
disruptive  effects  of  such  examinations  on  bank  operations. 

24.  Encourage  the  Uniform  Application  of  Accounting  Principles  - 
Federal  regulators  are  instructed  to  use  Generally  Accepted 
Accounting  Principles  (GAAP)  wherever  practicable,  and  to 
minimize  the  reporting  and  paperwork  burdens  and  costs  caused  by 
the  use  of  different  accounting  principles.   Current  financial 
institution  reporting  requirements  demand  the  use  of  different 
accounting  standards  in  preparing  various  regulatory  documents; 
this  imposes  substantial  burdens  and  cost  on  financial 
institutions. 
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25.  Require  Regulatory  Review  of  Current  Raporfctncy 
Burdens /Repeal  Publication  Reauirenentg/Mlninlga  Prequenoy  of 
Changes  -  Require  regulators  to  review  bank  oosts  associated  with 
preparation  of  quarterly  call  reports,  and  to  reduce  any 
unnecessary  burdens  and  costs;  repeal  Federal  law  provisions  on 
publication  of  call  reports;  nininize  the  frequency  and  impact  of 
regulatory  changes  to  call  report  requireaents. 

26.  Review  Current  Risk-Based  Capital  CQaipHancB  RiMiuireinentB  - 
Direct  regulators  to  review  the  compliance  burdens  that  current 
risk-based  capital  rules  have  placed  on  community  banks,  and  to 
reduce  such  burdens  where  possible. 

27.  Modify  Branch  Closure  Notice  Requiremanta  -  EKompt   from 
current  branch  closure  notice  requirements  closure  of  Ams, 
branch  acquisitions  in  areas  already  served  by  the  acquiror, 
branches  moved  within  the  sane  local  market,  and  branches  closed 
in  connection  with  emergency  acquisitions  or  FDIC  assistance. 
Regulators  are  grzmted  discretion  to  permit  further  exen^tlons 
from  the  notice  requirements  where  consistent  with  the  underlying 
intent  of  the  statute. 

28.  Reduoe  rairyftnf-  Regulatory  Burdens  under  the  Bank  Seoreov  Aat 
(BSA)  -  Minimize  certain  compliance  burdens  under  BSA,  such  as 
eliminating  certain  duplicative  filing  reqpiirements,  simplifying 
the  exemption  process,  requiring  Treasury  to  better  clarify  and 
explain  current  BSA  regulations,  and  authorizing  the  Treasury 
Department  to  increase  current  CTR  threshold  reporting  amounts  to 
account  for  inflation. 

29.  Reporting  -  Direct  regulators  to  minimize  the  regulatory 
burden  involved  in  reporting  the  makeup  of  deposits  at  a 
financial  institution. 

30.  Elimination  of  Potential  Liabilitv  on  Foreign  Accounts  -  A 
rooent  court  decision  has  exposed  U.S.  banks  operating  overseas 
to  potentially  significant  liability  for  deposits  at  foreign 
branches  which  have  been  nationalized  or  blocked  by  unilateral 
foreign  government  action,  or  as  a  result  of  other  events 
(including  acts  of  war  or  civil  strife),  that  impair  or  prevent 
U.S.  banks  from  repaying  such  deposits.   This  provision  would 
eliminate  this  potential  liability. 

31.  Technical  Correction  of  Out-Dated  Statutory  Bad  Debt 
Provisipn  -  Eliminate  an  out-dated  requirement  in  existing  law, 
passed  in  1864,  which  requires  national  banks  to  calculate  bad 
debt  according  to  a  statutory  prescription.   This  statutory 
requirement  has  created  confusion  within  bank  compliance 
departments,  is  unnecessary  given  other  current  regulatory 
requirements  involving  loan  loss  allowances  and  olasBlflcations 
of  loans,  and  imposes  unnecessary  compiianoe  costs  on  national 
banks . 


69 


subtitle  B  —  HOIdiD?  Company  BffioiMialaB 

32.  SiiBplify  R>»nk  Holding  Company  Procedures  -  Expedite 
procedures  for  both  reorganizing  into  a  bank  holding  company  and 
for  seeking  regulatory  approval  to  engage  in  nonbanicing 
activities.   Also  reduce  the  post-approval  waiting  period  for 
bank  holding  company  acquisitions  and  bank  aergers,  and.  exenpt 
certain  holding  company  reorganizations  from  securities 
registration  requirements. 

TITLE  IV  -  CONSUMER  IHCONVENIENCE,  PAPERWORK,  Km   COST;  OTHER 

N0H-SDPSRVI80R¥  REFORMS 

Subtitlo  A  —  oonsuner  Benefits  and  Landing  Prooesa  inproveaenta 

33.  Require  Federal  Re«>^rvft  Board  Report  and  T^t;^JBlative 
Recoinnendations  on  streamlining  of  Lending  Procesa  -  Requires  the 
Federal  Reserve,  in  consultation  with  HUD,  to  oonduot  a  study  and 
propose  legislative  recommendations  on  ways  to  streamline  the 
credit-granting  process.   The  Fed  is  directed  to  create  a  process 
which  reduces  consumer  inconvenience,  cost  and  time  delays,  while 
minimizing  cost  and  other  burdens  on  financial  institutions.   Tho 
study  and  legislative  recoranendations  should  focus  on  the  home 
mortgage  lending,  small  business  and  consumer  lending  processes. 
Recommendations  shall  be  made  to  Congress  within  12  months  of 
enactment. 

34.  Reduce  Paperwork  for  Sophisticated  Borroyers  -  exempts  from 
the  Truth  In  Lending  Act  "sophisticated"  borrowers  who  earn  more 
than  $200,000  or  have  assets  in  excess  of  $1  million  (a  similar 
standard  already  applies  to  the  registering  and  reporting 
requirements  for  the  sale  of  certain  securities  to  sophisticated 
borrowers) . 

35.  permit  Consumers  Quicker  Access  to  Loan  Funds  -  expands  a 
borrower's  ability  to  waive  the  right  of  rescission,  thereby 
permitting  them  access  to  approved  loan  funds  at  an  earlier  date. 

36.  Reduce  Confusion  In  Consumer  Disclosures  -  permit  lenders  to 
disclose,  on  adjustable  rate  mortgages,  either  the  historical 
example  of  interest  rates  or  a  statement  that  the  monthly  payment 
may  substantially  increase  or  decrease  over  the  life  of  the  loan, 
thereby  reducing  the  confusion  borrowers  currently  face  with  real 
estate  loan  documents. 

37.  Increase  Availability  of  Specialized  Savings  Accounts  for 
Businesses  -  would  amend  the  Truth  in  Savings  Act  to  limit  the 
application  of  the  statute  so  that  consumers  and  unincorporated 
nonbusiness  associations  may  still  have  access  to  business 
accounts. 
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38.  Eliminate  Dunlleativa  Disclosura  RemilrMi«>n»iT  '   olarifUa 
that  disclosures  for  hone  equity  loans  made  undar  the  hone  equity 
laws  satisfy  RESPA  disclosure  requirementfi,  thereby  reducing  the 
unnecessary  paperwork  that  consuners  are  subjected  to. 

Subtitle  B  --  Other  Non-Supervisory  Reforms 

39.  Minimize  Regulatory  Burdens  of  Laws  Hot  Ralatftd  to  Safety 
and  Soundness  -  Modify  a  yariety  of  laws  not  related  to  safety 
and  soundness  to  reduce  their  burdensoae  effaces.  Would  wake 
changes  to  the  Expedited  Funds  Availability  Act,  the  Electronic 
Fund  Transfer  Act,  the  Truth-in-Lending  Act,  the  Real  Estate 
Settlement  Practices  Act,  the  Home  Mortgage  Disclosure  Act, 
Housing  law,  the  recently  enacted  Truth-in-Savings  Act,  and  other 
laws  in  ways  which  reduce  regulatory  oomplianoa  costs,  while  in 
no  way  affecting  the  underlying  purpose  of  the  affected  aot. 
Specifically,  the  proposal  would  amend  the  following  areast 

a.  Expedited  Funds  Aya liability  Aot:  (1)  subjects  to  the 
next  day  availability  schedules  only  those  U.S.  Govemnent  checks 
deposited  at  manned  teller  stations;  (2)  reinstates  the  tenporary 
funds  availability  schedule  for  local  checks  so  that  funds  from 
local  checks  must  be  available  on  the  third  day  after  deposit 
rather  than  the  second  day;  (3)  extends  the  period  during  which 
an  account  may  be  considered  "new";  and  (4)  subjects  state  and 
local  governments  to  the  check  return  requirements. 

b.  Electronic  Fund  Transfer  Act:  increases  to  $500  the 
liability  for  unauthorized  electronic  funds  transfers  if  a 
consumer  writes  a  personal  identification  niunbar  ("PIN")  on  the 
access  card  or  keeps  the  PIN  with  the  access  card. 

c.  Truth  in  Lending:   applies  to  credit  ceuxis  a  similar 
unauthorized  use  liability  standard  as  applies  to  bank  account 
checks  and  debit  cards,  (e.g.  ATM  cards)  by  limiting  card 
issuers'  liability  for  unauthorized  use  of  credit  cards  when  the 
cardholder  fails  to  notify  the  card  issuer  of  unauthorized  use 
within  sixty  days  after  evidence  of  unauthorized  use  appears  on 
the  cardholder's  billing  statement.   The  tine  limitations  do  not 
apply  If  the  failure  to  notify  in  a  timely  fashion  was  due  to 
extenuating  circumstances; 

d.  Home  Mortgage  Disclosure  Act:  requires  annual 
adjustments  to  the  exemption  amount  of  assets  based  on  the  annual 
percentage  change  in  the  Consumer  Price  Index. 

e.  Housing  Law:  modify  current  homeownership  counseling 
provisions  to  clarify  that  failure  to  comply  with  the  counseling 
notification  requirements  will  not  affect  foreclosure  proceedings 
under  state  law;  clarify  that  the  notice  required  under  this 
provision  is  necessary  only  once  per  year;  eliminate  the 
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duplication  of  recordkeeping  requirements  of  the  Home  Mortgage 
Discrimination  Aot  and  regulations  related  to  the  Pair  Housing 
Act. 

f.  Truth  in  Savings:  modify  civil  liability  section  of  Act 
to  limit  civil  liability  under  certain  circuinBtances. 

g.  Mortgage  Servicing  Disclosures:  permit  lenders  the 
option  of  providing  a  percentage  calculation  in  notice  of 
potential  transfer  of  mortgage  servicing  rights  or  a  general 
written  statement  to  the  consumer  that  loan  may  be  sold. 

h.   Real  Estate  Settlement  Procedures  Act:  exempts  business 
and  agricultural  loans  from  RESPA. 

TITLE  V  -  COMMDNIYY  IHVESTUSNT 

40.   Reduce  CKA  Burdens/Increase  Incentives  to  Lending  to  Lov^ 
and  Moderate-Income  Communities  -  Modify  the  Community 
Reinvestment  Act  to:  (a)  direct  regulators  to  reduce  the 
paperwork  compliance  burdens  of  CRA;  (b)  create  a  "safe  harbor" 
from  community  challenges  for  insured  depository  institutions 
rated  "outstanding"  under  CRA,  and  for  depository  institution 
holding  companies  if  subsidiary  institutions  accounting  for  at 
least  two-thirds  of  the  holding  company's  depository  institution 
assets  received  an  "outstanding"  rating  on  their  most  recent  CRA 
examination  and  the  remaining  holding  company  subsidiary 
institutions  received  at  least  a  "satisfactory"  rating;  (C) 
provide  CRA  credit  for  investments  in  joint  ventures  and  other 
entities/projects  which  provide  benefits  to  distressed 
communities,  whether  inside  or  outside  the.  looal  area  of  bank 
operation;  (d)  permit  special  purpose  banks  (e.g.,  credit  card 
banks)  to  comply  with  CRA  in  a  manner  which  reflects  the  nature 
of  their  businesses;  and  (e)  eliminate  redundant  CRA  exams  in 
states  which  have  similar  state  CRA  requirements,  where  state 
examination  is  deemed  acceptable  by  Federal  regulators. 
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Mr.  Spratt,  Thank  you  very  much,  Senator  Shelby. 

Mr.  Cox,  do  you  have  a  question  you  want  to  ask  before  he 
leaves? 

Mr.  Cox.  I  would  just  like  to  thank  Senator  Shelby.  He  has  a  lot 
of  friends  and  supporters  on  the  House  side,  as  he  knows. 

Mr.  Shelby.  I  want  to  say  about  Mr.  Cox,  he  brings  his  back- 
ground in  corporate  finance  to  this  committee  and  to  the  Congress, 
and  he  knows  what  it  is  to  get  capital. 

You  have  had  to  get  out  in  the  market  to  do  it,  haven't  you? 

Mr.  Cox.  Well,  it^  tougher  these  days  than  it  has  been  long  since 
past. 

Mr.  Shelby.  Tougher  than  it  was. 

Mr.  Spratt.  Mr.  Rush. 

Mr.  Rush.  Thank  you,  Mr.  Chairman. 

Senator,  it's  a  pleasure  to  have  you  here  before  the  committee 
this  morning.  I  would  just  like  to  ask  you,  in  terms  of  your  experi- 
ences in  your  great  State  with  minority  lenders  or  minorities  who 
are  seeking  loans,  what  kind  of 

Mr.  Shelby.  Well,  I'm  going  to  tell  you,  we're  doing  OK,  but  we 
could  do  better.  We've  had  hearings — and  I  know  you're  very  inter- 
ested in  this.  Congressman  Rush — on  the  community  development 
banks.  You  have  had  in  your  area  of  Chicago  a  lot  of*^  success  there. 
I'm  going  to  support  that  in  the  Senate  Banking  Committee. 

I  believe  that  what  you  and  some  of  your  gn'oup  have  shown,  in 
testimony  before  the  Senate  Banking  Committee,  is  that  what  you 
have  done  in  the  Chicago  area  could  be  translated  all  over  this 
country.  That's  one  thing.  I  know  Congressman  Conyers,  the  chair- 
man of  this  committee,  mentioned  that,  and  mentioned  your  inter- 
est in  that. 

But,  as  far  as  some  of  the  minority  lending,  I  think  it's  good,  but 
it  could  be  better.  The  contraction  of  bank  lending,  especially  to 
small  business,  negatively  affects  minority  businesses  as  well. 

Mr.  Rush.  I  have  just  one  other  question.  I  know  you  have  to 
leave. 

Mr.  Shelby.  Sure. 

Mr.  Rush.  I'm  particularly  interested,  also,  in  the  area  of  per- 
formance bonds,  as  it  relates  to  minority  contractors.  Do  you  have 
experience  or  do  you  have  a  position  on  the  inequities  in  terms  of 
the 

Mr.  Shelby.  I  don't  have  a  position  on  it,  but  I  can  tell  you,  from 
my  previous  experience  as  a  lawyer  many  years  ago  in  Alabama 
that  it  was  tough  then,  and  I'm  sure  it's  tougher  now,  for 
nonminority  builders  to  get  performance  bonds.  And  I  can  imagine 
you  could  multiply  it  tenfold,  you  know,  for  some  of  the  minority 
contractors. 

I  have  supported  set-asides  here  for  a  number  of  years.  But  if  a 
minority  contractor  can't  ^et  bonded  for  something,  you  are  deny- 
ing him  access  to  the  job,  in  a  sense.  Isn't  this  what  you're  getting 
at? 

Mr.  Rush.  Ridit.  Absolutely. 

Mr.  Shelby.  I  think  that's  an  area  that  we  ought  to  really  get 
into,  and  I  certainly  would.  You  take  Alabama,  my  State,  4.1  mil- 
lion people,  24  percent  are  minority,  are  black. 

Mr.  Rush.  Right.  I  intend  to  work 
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Mr.  Shelby.  I  will  work  with  you  on  that. 
Mr.  Rush.  Thank  you  very  much. 
Mr.  Shelby.  Thank  you. 

Mr.  Spratt.  Senator  Shelby,  thank  vou  very  much  for  coming. 
We  appreciate  your  taking  time  to  testity. 
Let  me  recognize  next  Congressman  Kennedy. 

STATEMENT  OF  HON.  JOSEPH  P.  KENNEDY  U,  A  REPRESENTA- 
TIVE IN  CONGRESS  FROM  THE  STATE  OF  MASSACHUSETTS 

Mr.  Kennedy.  Thank  you  very  much,  Chairman  Spratt.  I  want 
to  thank  Mr.  Cox  and  Mr.  Rush  for  their  attention  to  this  impor- 
tant issue,  as  well. 

I  know  this  is  an  issue,  Mr.  ChairmEin,  that  you  have  expressed 
a  great  deal  of  interest  in  for  several  years  now.  There  were  a  few, 
such  as  Mr.  LaFalce,  who  held  hearings  on  this  over  2  years  ago, 
and  you  have  been  aware  of  and  speaking  out  on  the  issue  of  the 
credit  crunch  long  before  it  became  fashionable  and  when  it  was 
politically  risky  to  take  this  issue  on. 

Somebody  going  out  and  defending  the  banks  in  the  middle  of 
the  savings  and  loan  crisis,  in  the  middle  of  the  horrible  days  of 
the  bailout,  was  much  like  touching  the  third  rail  in  politics. 

Yet  there  were  some  in  the  Congress  that  recognized  the  terrible 
crisis  that  was  facing  small  businesses  and  medium-sized  busi- 
nesses in  this  country.  Bank  regulations  were  such  that  we  were 
increasing  the  capital  that  the  banks  had  to  set  aside.  At  the  same 
time  we  were  criticizing  bank  regulators  for  the  terrible  job  that 
was  being  done  in  the  Southwest,  and  the  vengeance  witn  which 
they  then  came  up  to  other  parts  and  regions  of  the  country.  They 
increased  capital  standards  at  the  same  time  banks  were  short  of 
cash  and  had  really  no  other  place  to  raise  the  capital  other  than 
loans  that  were  in  fact  operating. 

Companies  that  had  had  credit,  that  had  been  up  to  schedule  on 
their  payments  for  many,  many  years,  all  of  a  sudden  would  hear 
from  their  lending  officer  that  their  line  of  credit  would  be  taken 
up  in  order  to  satisfy  the  regulatory  environment  that  had  changed 
so  dramatically. 

So  we  had  heard  so  much  anecdotal  evidence,  and  vet  it  was  ex- 
tremely difficult,  as  I'm  sure  even  Mr.  Cox  would  acknowledge,  to 
get  the  administration  or  the  bank  regulators  to  actually  take  con- 
crete action  to  deal  with  the  credit  crunch.  I  knew  that  when  a  lib- 
eral Democrat  like  me  was  the  chief  defender  of  small  and  me- 
dium-sized businesses  in  Massachusetts,  then  somehow  the  admin- 
istration must  have  been  missing  the  boat. 

But  that  is  history.  We  now  have  a  situation  where  I  think  the 
administration — including  many  of  our  senior  regulators,  like  Alan 
Greenspan,  who  for  years,  in  front  of  our  Banking  Committee,  said 
that  the  credit  cnmch  didn't  even  exist — admits  that  this  is  one  of 
the  critical  economic  issues  that  faces  our  country. 

I  think  the  announcement  late  last  week  of  the  Clinton  adminis- 
tration, in  terms  of  the  reduction  of  paperwork,  the  ability  to  get 
back  to  character  lending,  the  reduction  in  appraisal  burdens,  tne 
appeals  process  set  up  for  banks  with  the  regulators,  the  judgment 
loans  that  the  regulators  are  now  going  to  be  given  much  more 
flexibility  with,  are  all  steps  in  the  right  direction. 
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But  I  also  think  there  is,  first  and  foremost,  a  larger  issue  out 
there.  And  that  larger  issue  pertains  to  the  great  interest  rate  dif- 
ferential at  the  moment  between  the  rates  that  bcinks  provide  de- 
positors versus  the  rates  that  they  receive  when  they  bundle  those 
deposits  together  and  buy  T-bills,  with  absolutely  no  risk  to  the  in- 
stitution, and  very  small  transaction  costs.  This  differential  will,  I 
think,  continue  to  take  away  from  small  business  lending. 

If  we  can  encourage  the  administration  and  the  regulators  to 
take  steps  to  disincentivize  the  banks  from  simply  getting  that  in- 
terest rate  float,  we're  going  to  see  a  reinvigoration  of  the  process 
of  getting  back  to  rebuilding  this  economy  from  the  ground  up  and 
getting  the  loans  out  to  small  and  medium-sized  businesses. 

I  say  that,  not  because  that's  the  subject  of  my  testimony  this 
morning,  but  because  I  do  think  that  it  is  a  great,  black  rain  cloud 
that  is  hanging  over  this  entire  issue  at  the  moment  and  really  has 
to  be  addressed  by  the  administration  and  has  to  be  talked  about, 
I  think,  in  forums  like  the  one  that  you  are  holding  here  today,  Mr. 
Chairman. 

I  come  here  specifically  this  morning  to  discuss  a  proposal  which 
emanated  out  of  a  credit  crunch  hearing  with  the  Federal  Reserve 
Bank  of  Boston  a  couple  of  years  ago.  Dick  Syron,  the  president  of 
our  regional  Federal  Reserve  bank  in  New  England,  suggested  that 
the  reduction  in  leverage  capital  standards  down  to  around  3.5  per- 
cent over  a  period  of  18  months  could  free  up  about  $20  billion 
worth  of  new  bank  lending  in  the  New  England  region  alone. 

He  indicated,  and  I  feel  strongly,  that  it  makes  little  sense  to  im- 
pose the  leverage  bank  capital  standards  on  our  institutions  at  the 
same  time  that  we  have  imposed  the  risk-based  capital  standards, 
the  international  standards  that  every  other  country  in  the  world 
imposes,  as  a  result  of  the  accord  struck  in  Basle,  Switzerland. 

We  have  a  system  now  in  the  United  States  of  duplicative  regu- 
lation. We  have  the  old  regulations  that  are  imposed  essentially  by 
the  Roosevelt  administration,  as  a  result  of  the  changes  coming 
from  the  Great  Depression,  that  have  continued  to  be  imposed  on 
our  institutions,  at  the  same  time  that  we  now  adhere  to  these 
international  standards. 

So  why  not  take  the  suggestion  of  Dick  Syron  and  others  that 
this  issue  of  duplicative  regulation  is  really  the  root  cause  of  a  lot 
of  the  credit  crunch  issues  that  we  face?  If  we,  in  fact,  could  reduce 
that  leverage  bank  capital  standard,  we  could  enormously  assist 
banks  that  fundamentally  cannot  loan  these  dollars  because  of  the 
money  that  they  are  now  having  to  put  toward  satisfying  the  lever- 
age capital  standards  rather  than  the  risk-based  capital  standards. 

This  will  not,  in  fact,  weaken  our  institutions,  will  not,  in  fact, 
take  away  our  ability  to  deal  with  safety  and  soundness  questions, 
because  risk-based  capital  standards  effectively  do  that.  But  what 
it  will  do  is  free  up  the  additional  capital  that  most  regulators  and 
economists  indicate  is  simply  duplicative,  without  weakening  the 
capital  standards  in  a  way  that  will  affect  safety  and  soundness. 

I  would  hope  that  your  committee  could  take  a  look  at  the  bill 
that  I  have  proposed  in  the  Congress  and  determine  whether  or  not 
this  is  the  kind  of  solution  to  the  problem  that  you  could  support. 
This  is  not  in  any  way  a  partisan  issue.  This  is  an  issue  that  deals 
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with  how  we're  going  to  get  banks  back  in  the  business  of  making 
loans. 

I  think  that  these  regulatoiy  issues  are  important,  but  can  only 
seriously  be  viewed  as  a  partial  solution  to  the  problem  of  how  to 
free  up  additional  capital.  No  matter  what  you  do  to  these  regula- 
tions, no  matter  what  you  do  to  that  telephone  book  that  you  neld 
up  a  few  minutes  ago,  unless  banks  are  able  to  free  up  the  amount 
of  capital  thev  have  and  put  it  back  into  the  business  of  making 
loans,  then  all  of  this  is  just  talk. 

So  I  feel  that  there  is  a  solution.  I  think  that  it  will  affect  parts 
of  the  country  that  are  affected  more  as  a  result  of  the  capital 
standards  question  than  other  regions  of  the  country,  but  I  do 
think  that  this  will  have  a  dramatic  impact  on  the  overall  credit 
crunch. 

Before  I  finish,  I  want  to  bring  up  two  quick  issues.  One  is  an 
issue  that  I  brought  to  the  attention  of  the  administration  last 
week.  In  addition  to  the  appeals  process  that  banks  will  have  with 
regulators,  I  would  wholeheartedly  suggest  that  we  provide  some 
kind  of  appeals  process  for  the  small  and  medium-sized  businesses 
themselves. 

In  other  words,  when  a  small  or  medium-sized  business  is  turned 
down  from  a  bank  or  loses  a  line  of  credit,  through  no  fault  of  their 
own,  and  in  fact  have  been  making  their  payments  on  a  regular, 
rateable  schedule,  they  ought  to  have  some  ability  to  bring  that 
particular  situation  to  the  attention  of  the  regulators.  Not  that  the 
regulator  could  force  a  bank  to  reopen  that  loan,  but  they  could, 
in  fact,  create  a  process  under  which  the  bank  would  be  asked  to 
review  that  particular  situation. 

And,  finally,  I  just  want  to  bring  up  the  issue  which  Mr.  Rush 
and  Mr.  Conyers  brought  up.  My  subcommittee  on  the  Banking 
Committee  has  a  great  deal  to  do  with  the  issue  of  the  Community 
Reinvestment  Act  and  the  Home  Mortgage  Disclosure  Act.  I  think 
we  ought  to  be  very  careful  about  differentiating  the  specifics  of 
those  laws  which  require  banks  to  lend  back  into  the  communities 
from  which  they  take  deposits. 

Your  State,  m  particular,  Mr:  Spratt,  has  undergone  difficulty. 
As  we  look  at  issues  pertaining  to  interstate  banking,  we  do  not 
want  to  encourage  banks  to  go  into  smaller  and  rural  communities 
or  in  poorer  communities  of  the  inner  city,  suck  up  the  deposits, 
roll  them  into  some  larger  investment  strategy,  and  then  end  up 
having  the  situation  where  those  local  communities  are  invest- 
ment-starved. 

So  I  think  we  have  to  look  at  how  the  regulators  actually  imple- 
ment the  Community  Reinvestment  Act  and  the  Home  Mortgage 
Disclosure  Act.  But  I  think  what  we  really  want  to  do  is  examine, 
as  I  have  begun  to  do  with  Chairman  Gonzales  and  Comptroller 
General  Bowsher,  how  we  can  streamline  and  reduce  needless  pa- 
perwork on  CRA. 

But  what  we  don't  want  to  do  is  disincentivize,  or  in  any  way  en- 
courage banks,  or  get  caught  up  in  the  notion  of  reducing  the  credit 
crunch  by  in  some  way  inadvertently  gutting  the  Community  Rein- 
vestment Act.  We  will  hold  fast  on  making  sure  that  banks  are 
held  to  the  standard  of  reinvesting  in  their  local  community,  not 
making  charity  loans,  not  making  bad  loans,  but  making  loans  to 
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people  of  color,  making  loans  to  the  lower  income  portions  of  this 
country  that  so  desperately  need  the  attention  of  the  banks. 

You  can  go  to  any  major  city  in  this  country  and  find,  in  neigh- 
borhoods that  are  white,  that  have  the  same  income  levels  of  neigh- 
borhoods that  are  black  or  brown,  more  banks  than  you  find  fast- 
food  restaurants.  And  yet  you  go  to  the  black  or  brown  sections  of 
any  major  city  in  this  country,  and  you're  not  going  to  find  any 
banks.  We  have  got  to  get  the  banks  back  in  the  business  of  creat- 
ing economic  development.  If  we  can  do  it  for  the  Russians,  if  we 
can  do  it  for  the  East  Europeans,  if  we  can  do  it  for  the  Third 
World,  we  can  do  it  for  the  Third  World  in  America  as  well. 

Thank  you  very  much,  Mr.  Chairman. 

Mr.  Spratt.  Mr.  Kennedy,  thank  you  very  much  for  a  fine  oral 
presentation.  Do  you  have  written  testimony  you  would  like  to  sub- 
mit for  the  record  also? 

Mr.  Kennedy.  Yes.  I'm  sorry.  I  do,  and  I  ask  that  it  be  included 
in  the  record. 

Mr.  Spratt.  Without  objection,  so  ordered. 

Mr.  Kennedy,  Thank  you  very  much,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Kennedy  follows:] 
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Mr.  Chairman,  I  want  to  thank  you,  ran)cing  Member  Cox,  and 
the  other  members  of  the  Subcommittee  for  inviting  me  to  testify 
this  morning  on  the  "credit  crunch"  for  small  businesses  and 
consumers.   I  very  much  appreciate  the  opportunity  to  appear  with 
my  distinguished  colleagues  from  the  Banking  Committee,  Mr. 
LaFalce  and  Mr.  Bereuter,  and  with  Senator  Shelby. 

Mr.  Chairman,  I  am  here  to  tell  you  that  the  credit  crunch 
is  real,  that  it  continues,  and  that  it  must  be  ended  if  we  are 
going  to  create  good  jobs  for  Americans. 

Small  businesses  create  90%  of  the  new  jobs  in  our  economy. 
If  they  cannot  find  the  credit  they  need  to  start  and  grow,  they 
cannot  create  jobs.   It  is  just  that  simple. 

For  close  to  4  years  now,  I  have  heard  the  cries  for  help 
from  hard-working,  tax-paying,  job-creating  small  businessmen  and 
-women.   They  have  told  me  how  they  never  missed  a  payment,  and 
yet  have  had  loans  called,  lines  of  credit  pulled,  and  credit 
denied.   They  have  described  the  pain  of  dashed  hopes,  lost  jobs, 
and  failed  businesses.   Business  failures  in  New  England 
increased  by  193%  in  1990,  and  have  been  riding  high  ever  since. 

The  credit  crunch  has  became  a  credit  crisis.   Some  contend 
that  there  is  little  we  can  do.   They  say  that  this  is  simply  a 
natural  part  of  the  business  cycle.   They  say  that  businesses 
that  can't  get  credit  don't  deserve  it.   And  they  say  that  banks 
finding  it  tough  to  lend  need  their  wings  clipped  after  flying 
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high  and  lending  loose  in  the  1980 's. 

Of  course,  we  don't  want  a  repeat  of  the  S&L  crisis.   But 
our  eagerness  to  avoid  that  scenario  shouldn't  cause  us  to  create 
one  that  could  be  even  worse:  an  economy  where  banks  can't  lend, 
businesses  can't  get  credit,  and  jobs  can't  be  created.   The 
mistakes  of  the  past  should  not  blind  us  to  the  realities  of  the 
present. 

And  the  simple  reality  of  our  day  is  that  the  pendulum  of 
bank  regulation  has  swung  too  far  in  the  last  several  years  — 
from  blind  deregulation  in  the  1980 's  to  credit-choking  over- 
regulation  in  the  1990 's.   For  the  first  time  in  our  country's 
history,  banks  now  have  more  assets  in  Treasury  notes  than  in 
business  loans..  They  are  being  forced  to  play  it  safe,  not  take 
the  kinds  of  sensible  risks  essential  to  economic  growth. 

Just  last  month,  the  Boston  Federal  Reserve  Bank  released  a 
study  showing  that  commercial  and  industrial  lending  in  New 
England  dropped  by  $30  billion  from  1989  to  1992.   Ten  billion  of 
that  decline,  according  to  the  study,  was  caused  by  overzealous 
bank  regulation.   This  troubling  conclusion  drives  home  the  point 
of  why  we  are  here  this  morning:  to  push  the  regulatory  pendulum 
back  to  the  center,  to  the  point  of  sensible  regulation  that 
allows  credit  to  flow  without  making  banks  unsafe  and  unsound. 

Last  week's  announcement  of  regulatory  reforms  by  President 
Clinton  goes  a  long  way  toward  restoring  common  sense  to  the 
regulatory  process.   He  has  done  more  in  2  months  to  ease  the 
credit  crunch  than  his  predecessor  did  in  4  years.   He  and  the 
federal  regulators  will  reduce  small  business  loan  documentation 
for  well-run  banks  and  thrifts,  making  character  once  again  an 
important  criterion  in  getting  a  loan.   They  will  minimize 
appraisal  burdens  by  not  requiring  fresh  appraisals  on  real 
estate  offered  as  additional  collateral  for  business  loans.   They 
will  set  up  an  appeals  process  for  lenders  who  feel  they're  not 
getting  a  fair  shake.   And,  most  importantly,  they  will  judge 
loans  secured  by  real  estate  based  on  a  borrower's  ability  to 
pay,  not  the  unrealistic  and  all  too  common  regulatory 
presumption  of  immediate  liquidation. 

These  changes  will  go  a  long  way  towards  making  credit  once 
again  available  to  small-  and  medium-sized  businesses.   The 
President  has  done  his  share.   Now  we  in  the  Congress  must  do 
ours.   As  the  Chairman  of  the  Subcommittee  on  Consumer  Credit  and 
Insurance,  I  intend  to  hold  oversight  hearings  to  ensure  that  the 
President's  reform  package  is  implemented  up  and  down  the 
regulatory  line  —  from  Cabinet  officials  to  front-line 
examiners.   We  cannot  let  the  President's  efforts  fall  victim  to 
bureaucratic  inaction  and  apathy. 

In  addition,  I  will  shortly  reintroduce  the  "Bank  Lending 
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stimulus  Act."   This  legislation  will  complement  the  President's 
administrative  package.   First  and  foremost,  it  will  cap  the 
leverage  ratio  capital  standard  at  3%  for  an  18-month  period. 
That  may  sound  complicated  to  many  of  you.   But  it  is  a  simple 
way  to  generate  billions  of  dollars  in  lending  without  increasing 
the  risk  to  taxpayers.   In  fact,  Richard  Syron,  President  of  the 
Boston  Fed  and  one  the  country's  leading  regulators,  has  said 
that  this  proposal  will  generate  up  to  20  billion  dollars  in 
additional  loans  without  compromising  safety  and  soundness.   And 
last  Summer,  Alan  Greenspan  said  that  the  leverage  ratio  is  a 
requirement  that  could  be  dispensed  with  "fairly  quickly"  without 
affecting  taxpayer  risk. 

Some  may  ask  how  bank  capital  levels  can  be  limited  without 
increasing  risk.   The  answer  is  that  the  leverage  ratio  has 
remained  in  effect  even  though  U.S.  banks  are  now  required  to 
comply  with  new,  international,  "risk-based"  capital  standards. 
By  lowering  the  leverage  ratio,  risk-based  standards  would  not  be 
affected  in  the  least.   Lenders  would  still  be  required  to  meet 
these  basic,  state-of-the-art  standards  of  safety  and  soundness. 
What  they  would  not  have  to  do,  however,  is  hold  onto  additional 
capital,  as  they  are  now  required  to  do.   That's  like  turning  off 
the  spigot  in  the  middle  of  a  drought.   My  legislation  will 
require  regulators  to  keep  the  credit  flowing. 

In  addition,  this  bill  will  improve  the  reporting  of  small 
business  loans,  so  that  we  can  see  exactly  who  and  where  the 
credit  crunch  is  hitting  worst.   Unfortunately,  legislation 
enacted  in  1991  to  accomplish  this  result  has  not  been 
implemented  according  to  Congressional  intent.   Instead  of 
requiring  the  reporting  of  loans  to  small  businesses,  it  merely 
requires  small  loans  to  businesses  of  any  size.   It  does  not 
distinguish  between  a  loan  to  IBM  and  one  to  a  dry  cleaners.   By 
requiring  regulators  to  publish  only  loans  to  small  businesses, 
we  will  be  able  to  target  the  regions  that  are  suffering  the 
worst  from  a  credit  crunch.   If  regulators  there  are  being  too 
strict,  we  will  be  able  to  urge  more  caution.   And  if  additional 
SBA  guarantees  are  needed  to  ease  the  crunch,  they  can  be 
targetted  appropriately. 

Mr.  Chairman,  this  bill  is  not  a  silver  bullet.   It  must  be 
part  of  a  comprehensive  approach.   Representatives  LaFalce  and 
Bereuter,  and  Senator  Shelby,  are  to  be  commended  for  their  hard 
word  in  trying  to  put  credit  into  the  hands  of  deserving 
businesses.   They  have  done  much  to  advance  our  understanding  of 
the  credit  crunch,  and  our  hope  that  it  can  be  brought  to  a  swift 
and  final  end. 

Thank  you  again,  Mr.  Chairman,  for  providing  me  with  the 
honor  of  appearing  before  your  Subcommittee. 
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Mr.  Spratt.  We  want  to  get  to  Mr.  LaFalce,  because  he's  on  a 
tight  schedule,  as  well.  But  before  we  do,  let  me  ask  Mr.  Cox  or 
Mr.  Rush  if  they  have  questions. 

Mr.  Cox. 

Mr.  Cox.  Just  a  brief  question  about  your  legislation:  What  hap- 
pens at  the  end  of  the  18-month  period? 

Mr.  Kennedy.  At  that  point,  we  would  take  a  look  and  determine 
whether  or  not  this  could  be  implemented  on  a  permanent  basis. 
In  other  words,  the  18-month  period  was  determined  as  a  period 
of  time  that  would  allow  that  credit  to  flow  forward.  The  notion 
was  that,  at  the  end  of  the  18  months,  you  would  be  able  to  get 
a  pretty  good  handle  on  exactly  what  kinds  of  new  lending  took 
place,  whether  or  not  there  were  any  kinds  of  potential  difficulties 
that  weren't  anticipated. 

And  it  would  give  a  large  enough  bracket,  in  terms  of  the  addi- 
tional capital  that  would  be  made  available,  and  a  period  of  time 
that  would  allow  you  to  get  a  good  assessment.  If  there  are  any  dif- 
ficulties, at  that  point  you  could  adjust  either  what  the  exact  reduc- 
tion— whether  or  not  you  go  to  3.5  percent,  whether  you  maybe 
drop  it  to  3  or  2,  or  maybe  eliminate  it  altogether. 

I  think  that  there  can  be  a  good  case  of  eliminating  leverage  cap- 
ital standards  over  a  period  of  time.  I  think  they  are  duplicative. 
I  don't  think  that  there  is  any  reason  to  have  them  that  I've  been 
shown,  as  long  as  you  implement  the  risk -based  capital  standards, 
which,  as  Mr.  LaFalce  can  tell  you  at  length,  were  standards  that 
every  other  coimtry  in  the  world  has  to  impose  on  their  banks,  and 
we're  the  only  country  that  imposes  this  additional  standard.  So 
why  penalize  our  institutions  more  than  every  other  country  in  the 
world  penalizes  theirs? 

Mr.  Cox.  Is  your  bill  3  or  3V2? 

Mr.  Kennedy.  SVz. 

Mr.  Cox.  3V2.  The  testimony  says  3. 

Mr.  Kennedy.  It's  3.  It  started  at  3V2. 

Mr.  Cox.  All  right.  I  appreciate  that. 

Mr.  Spratt.  Mr.  Rush. 

Mr.  Rush.  Mr.  Chairman,  I  just  have  a  comment.  I  certainly 
want  to  commend  Congressman  Kennedy,  who  is  also  chairman  of 
a  subcommittee  on  the  Banking  Committee,  which  I  have  the  dis- 
tinct pleasure  of  serving  on,  I  want  to  commend  him  on  the  passion 
which  he  brings  to  this  problem,  in  terms  of  trying  to  solve  the 
problems.  He  and  I  have  worked  closely  in  the  past  and  will  con- 
tinue to  work  closely  on  solutions  to  the  problems  that  he  has  ad- 
dressed today. 

Mr.  Spratt.  Thank  you  very  much. 

Mr.  Kennedy.  Mr.  Rush,  just  very  briefly,  I  also  want  to  say  that 
you  have  been  of  great  help  and  assistance  in  bringing  up  this 
issue  of  performance  bonds.  I  had  a  meeting  with  minority  contrac- 
tors, small  business  contractors,  and  many  white  contractors  as 
well,  in  my  district  just  last  week,  as  a  result  of  Mr.  Rush's  insist- 
ence that  we  deal  with  this  issue,  and  found  that  it  is  a  terrible 
problem  for  small  businesses. 

It's  an  even  worse  problem  for  minority  businesses,  and  particu- 
larly when  we  have  this  proposed  major  investment  in  infrastruc- 
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ture,  I  think  we  ought  to  address  the  performance  bond  issue  be- 
fore a  lot  of  those  contracts  go  out  to  bid. 

Mr.  Rush.  Right.  Absolutely. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Thank  you,  Mr.  Kennedy. 

I  think,  possibly,  Mr.  LaFalce,  as  the  chairman  of  the  Small 
Business  Committee,  can  offer  you  the  best  answer  yet  to  your 
Question  about  performance  bonds,  because  the  SBA  is  just  about 
uie  only  source  for  new-start  contractors  and  for  minority  contrac- 
tors these  days. 

We  welcome  you  on  that  topic  and  others.  If  you  have  prepared 
testimony,  if  there  is  no  objection,  we  will  make  it  part  of  the 
record  and  let  you  summarize  it  as  you  see  fit.  Thank  you  for  com- 
ing. 

STATEMENT  OF  HON.  JOHN  J.  LaFALCE,  A  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  NEW  YORK 

Mr.  LaFalce.  Thank  you  very  much,  Mr.  Chairman.  I  would  like 
very  much  to  submit  my  testimony  for  the  record  and  then  summa- 
rize it. 

First  of  all,  I  want  to  commend  Mr.  Kennedy,  not  only  for  his  tes- 
timony, with  which  I  ag^^ee  100  percent,  but  also  for  tne  fine  work 
he  has  done  over  a  great  many  years  on  this  very,  very  difficult 
problem  of  the  credit  crunch.  He  and  I  have  been  of  one  voice  on 
this  issue.  Also,  he  can  hardly  be  accused  of  being  an  apologist  for 
the  financial  services  industry.  And  I  think  that's  what  it  takes,  in- 
dividuals of  basically  liberal  persuasion  trying  to  bring  rationality 
to  our  regulatory  scheme. 

When  President  Clinton  announced  his  credit  crunch  proposals 
last  Wednesday,  Mr.  Kennedy  and  I  were  there,  Mr.  Rush  was 
there,  and  I  had  the  feeling  that  it  was  like  President  Nixon  going 
to  China,  that  only  a  Democratic  President  could  do  something  like 
this.  If  President  Bush  attempted  to  do  something  like  this,  unfor- 
tunately, some  of  the  leaders  of  our  own  party  might  well  have 
been  highly  critical.  Their  silence  was  an  indication  that,  well,  if 
it's  a  Democratic  President,  well  give  him  a  little  bit  more  leeway 
in  being  reasonable. 

I  doivt  want  to  delve  into  too  much  history,  but  I  think  it  is  im- 

Cortant  to  understand  how  we  have  come  to  where  we  are.  Every- 
ody  has  their  own  perspective,  but  I  have  mine,  and  I'm  going  to 
take  this  opportunity  to  share  it  with  you. 

Going  back  to  the  mid-1980's,  individuals  such  as  myself  were 
sayine,  '^e're  not  being  tough  enough  on  our  S&L's.  We  don't  have 
enoum  examiners.  Our  examiners  are  letting  them  get  away  with 
murder— our  State  examiners,  in  particular,  who  had  some  sub- 
stantial responsibility,  were  letting  them  get  away  with  murder — 
and  we've  eot  to  clamp  down."  As  a  matter  of  fact,  the  House 
passed  legislation  to  beef  up  the  examination  process,  which  didn't 
make  it  through  the  Senate.  That  was  unfortunate. 

In  1986,  the  Reagan  administration  proposed  a  recapitalization 
of  the  FSLIC  of  $15  billion.  We  should  have  passed  that  both  in 
the  House  and  the  Senate  immediately  and  got  it  signed  into  law. 
and  we  might  have  closed  the  door  rient  then  and  there.  GAO  said 
we  needed  $25  billion  at  that  time.  I  agreed  with  GAO;  I  thought 
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we  needed  at  least  $25  billion.  All  of  that  money  would  have  come 
from  the  industry  itself,  not  one  penny  of  taxpayer  money.  It  didn't 
happen.  Let's  not  go  into  the  reasons  it  didn't  happen,  but  it  didn't 
happen. 

The  same  thing  happened  in  1987.  The  administration  came  back 
and  again  they  wanted  $15  billion,  but  it  got  tied  up  in  a  million 
and  one  different  things — e.g.,  "We  must  deal  with  the  problem  of 
the  nonbank  bank."  Well,  I  never  believed  we  had  much  of  a  prob- 
lem with  nonbank  banks,  but  people  were  more  concerned  about 
that  than  dealing  with  the  S&L  problem. 

And  then  individuals  from  the  industry  said,  "Oh,  it's  not  a  $25 
billion  problem,  as  GAO  says,  it's  not  a  $15  billion  problem,  as  the 
administration  says,  it's  really  only  about  a  $5  billion  problem. 
That's  all  you  need.  Besides,  the  market  couldn't  take  more  than 
$5  billion  in  1  year."  And  I  said,  "That's  absolute  nonsense." 

Unfortunately,  some  of  the  toughest  individuals  today  went  along 
with  that  nonsense  then.  So  we  got  a  watered-down  bill  in  1987. 
I  opposed  it.  I  was  the  floor  manager  in  opposition  to  it.  I  got  12 
people  to  join  with  me.  Everybody  else  favored  it.  It  wound  up 
with,  as  I  recall,  $10  billion.  It  was  a  compromise.  It  was  less  in 
the  House,  but  it  was  increased  in  conference. 

But  you  had  to  draw  the  money  down  in  trenches,  and  you 
couldn't  draw  down  more  than  around  $3.65  billion  per  year.  And 
the  bill  had  forbearance  provisions  within  it.  It  was  atrocious  legis- 
lation. It  was  special  interest  legislation,  and  the  problem  got  much 
more  serious  because  of  that.  Basically,  it  was  a  congressional  fail- 
ure. 

Nobody  discussed  the  problem  in  the  1988  Presidential  campaign 
because  if  you  did,  you  would  have  had  to  come  up  with  some  solu- 
tions. By  this  time,  the  solutions  would  be  much  more  difficult.  To 
President  Bush's  credit,  as  soon  as  he  took  office  in  the  beginning 
of  1989,  he  said,  "We  have  a  much  more  serious  problem  on  our 
hands  right  now,  and  we  must  deal  with  it."  And  he  came  forth 
with  a  proposal  to  deal  with  it. 

What  is  very  unfortunate,  in  my  judgment,  is  that  his  proposal 
was  based  upon  a  misdiagnosis  of  the  problem  and  was,  therefore, 
a  terrible  misprescription  for  it.  I  think  the  solution  was  10  times 
worse  than  the  problem.  I  think  the  problem,  while  much  larger 
than  what  it  was  in  1986  and  1987,  still  could  have  been  contained. 
But  the  solution  was  so  short-sighted  in  so  many  different  ways. 

The  solution,  unfortunately,  was  based  upon  a  tunnel  vision 
analysis.  It  looked  at  specific  institutions,  trees  for  example,  and  it 
said,  "We  must  deal  with  these  trees."  It  didn't  see  the  immediate 
forest,  and  it  didn't  see  the  much  larger  forest.  It  was  institution- 
specific  in  its  approach  rather  than  systemic,  and  it  didn't  see  the 
relationship  between  the  type  of  legislation  and  regulation  you 
would  impose  on  a  system  of  financial  institutions  and  the  impact 
of  the  economy  of  the  United  States. 

What  did  it  call  for?  Well,  it  called  for  the  immediate  imposition 
of  some  appropriate  capital  standards.  It's  not  the  capital  stand- 
ards that  I  would  object  to,  it  was  the  precipitous  application  of 
those  standards.  It  did  a  whole  slew  of  other  things,  too,  and  I  can't 
go  into  all  of  that  right  now. 
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Now,  if  you're  dealing  in  a  vacuum,  if  you're  dealing  with  institu- 
tions that  are  well,  if  you're  dealing  with  new  institutions  you're 
going  to  create,  that's  one  thing.  But  if  you're  dealing  with  some 
institutions  that  are  sick,  if  you  re  dealing  with  a  system  that  has 
some  illness  in  it,  you  don't  go  in  and  say,  "You  must  become 
healthy  immediately,  or  you  must  die."  And  that  was  the  approach 
that  was  taken. 

There  were  some  of  us  who  were,  saying,  "This  is  going  to 
produce  a  severe  credit  crunch.  This  is  going  to  exacerbate  the 
problem  tenfold."  But  it  wasn't  seen;  that's  unfortunate.  We  lost 
sight  of  the  fact  that  our  financial  institutions  must  be  in  the  busi- 
ness of  risk  management,  and  instead  we  tried  to  force  them  into 
a  situation  of  virtually  total  risk  avoidance. 

Well,  banks  can  avoid  risk  and  make  a  lot  of  money.  Indeed,  they 
have.  But  that  is  not  what  we  have  banks  in  our  society  for.  We 
have  them  in  our  society  for  a  number  of  things:  One,  so  the  de- 
positors can  have  safe  and  sound  havens  for  their  moneys;  but  also 
to  serve  as  catalysts  for  economic  growth. 

That  1989  legislation  did  so  many  things  wrong.  If  you  go  back 
to  the  1980's,  regulators  entered  into  legal  arrangements  with  fi- 
nancial institutions  to  assist  in  their  mergers  with  other  institu- 
tions. The  Government  should  have  provided  financial  assistance. 
But  they  said,  "Well,  since  we're  short  on  money  now,  we'll  give 
you  something  as  good  as  money,  certain  accounting  agreements 
and  arrangements." 

For  example,  supervisory  goodwill.  Now,  that's  a  bad  word  today. 
It  wasn't  thought  to  be  a  bad  word  at  the  time.  More  often  than 
not,  it  really  worked  and  worked  well,  if  people  are  interested  in 
the  facts.  But  then  that  1989  proposal  of  the  President  said,  "We're 
going  to  shorten  the  supervisory  goodwill  amortization  periods  from 
40  or  30  years,  whatever  they  may  be,  to  10  years."  TTiat  was  the 
Bush  proposal. 

I  called  Dick  Breeden  into  my  office,  because  Dick  was  in  the 
White  House  at  the  time,  and  I  said,  "You  can't  act  as  precipitously 
as  this.  It's  going  to  create  severe  economic  dislocation,  aside  from 
being  a  breach  of  contract,  which  we  have  the  unilateral  right  to 
do,  but  not  without  paying  compensatory  damages.  And  the  com- 
pensatory damages  are  rather  obvious  for  an  institution,  but  the 
economic  damages  to  all  of  society  are  almost  unforeseeable."  Dick 
said  to  me,  'Tou  know,  maybe  we  did  go  too  far.  Maybe  we  will 
have  to  extend  that  a  bit." 

But  do  you  know  what  happened?  The  media  was  watching  the 
debate  that  was  taking  place  in  Congress,  and  everything  that 
would  have  been  a  bit  more  reasonable  was  viewed  as  a  weakening 
amendment,  and  the  sponsors  were  viewed  as  being  soft.  Anything 
that  was  tough  and  punitive  and  excessive  was  a  tough  amend- 
ment, and  the  sponsors  were  viewed  as  being  tough,  good  guys. 
Tough  guys  were  good  guys;  reasonable  people  were  called  soft, 
weakening,  and  bad  guys. 

That's  how  it  played  out  in  committee,  and  the  ante  was  upped. 
And  the  administration  bought  into  this.  As  Congress  upped  the 
ante;  the  administration  upped  the  ante.  So  you  wound  up  not  with 
10  years,  or  something  more  reasonable,  you  wound  up  with  5 
years.  Unbelievable  but  true.  That's  just  one  indication. 
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The  Bush  administration  called  for  the  creation  of  an  RTC,  too. 
Now,  nobody  had  ever  talked  about  a  resolution  trust  corporation 
(an  RTC)  before  February  1989.  Initially,  do  you  know  how  many 
employees  there  were  supposed  to  be  in  that  RTC?  About  100,  they 
said.  Unbelievable.  We  now  have  I  don't  know  how  many  thou- 
sands of  people  working  for  the  RTC,  managing  assets  of  around 
$400  billion,  the  largest  financial  institution  in  the  United  States. 
It  sucked  up  the  assets  of  America,  bought  them  at  bargain  base- 
ment prices. 

Don't  believe  the  figures  that  vou  hear  some  individuals  say. 
They  may  tell  you,  "Well,  this  is  what  we  bought  them  for,  and  this 
is  what  we  sold  tnem  for,  and  there  is  very  little  difference."  Uh- 
uh.  Those  initial  figures,  what  they  bought  them  for,  were  dis- 
counted very  often  bv  about  75  percent,  in  comparison  to  what  they 
might  have  been  able  to  get  in  the  market,  had  you  just  waited  a 
little  bit. 

The  huge  overhang  of  this  real  estate  decreased  the  price  of  real 
estate  even  imassociated  with  the  RTC.  RTC  took  over  property 
that  had  been  getting  $20  per  square  foot.  All  of  a  sudden,  now 
that  the  RTC  took  it  over,  and  was  going  to  charge  $6  or  $7  per 
square  foot,  the  neighboring  property,  which  had  been  getting  $20 
per  square  foot  now  had  to  compete  with  the  RTC  property  that 
was  offering  it  at  one-third  of  what  they  had  been  getting. 

The  value  of  real  estate  plummeted,  and,  of  course,  real  estate 
being  the  primary  collateral  for  loans,  especially  small  business 
loans,  we've  got  a  terrible  problem. 

And  the  approach  that  was  taken  in  the  Congress  in  regard  to 
the  RTC?  It  wasn't  viewed  as  an  institution  that  was  going  to  try 
to  help  the  financial  institutions  weather  a  very  bad  storm;  it  was 
used  as  an  executioner.  It  was  viewed  as  an  institution  that  should 
go  in  and  liquidate;  not  resolve,  liquidate. 

When  the  RTC  came  before  the  Congress,  they  were  just  asked 
one  basic  question:  How  many  institutions  have  you  closed  today? 
The  measure  of  success  of  the  RTC  was  not,  have  you  saved  tax- 
payers' money?  It  was,  how  many  institutions  have  you  closed 
today?  And  we  could  close  a  lot  of^^  institutions  quite  quickly,  and 
we  should  have  closed  a  lot  of  institution  quite  quickly.  But  a  lot 
of  institutions  were  closed  that  need  not  have  been  closed,  at  exor- 
bitant cost  to  the  taxpayer. 

When  I  hear  somebody  say,  "Well,  if  we  didn't  close  institutions, 
we  might  have  lost  about  $1  billion  per  year,"  and  I  think  of  the 
over  $100  billion-plus  that  we  have  spent,  I  say,  "What  are  they 
thinking  of?" 

President  Clinton  has  taken  one  small  step  in  the  right  direction 
of  bringing  rationality  back  to  our  system.  There  are  lot  of  things 
he  should  do,  legislatively.  I  believe  he  is  wary  of  acting  legisla- 
tively at  this  juncture,  because  individuals  would  basically  have  to 
say  they  were  wrong  in  1991,  they  were  wrong  in  1989,  and  they 
are  going  to  be  reluctant  to  do  that.  There  would  be  a  difficult  leg- 
islative light.  So  I  think  he  is  probably  only  going  to  do  now  what 
he  thinks  ne  can  do  administratively. 

I  applaud  what  he  has  done  administratively.  There  are  a  num- 
ber of  other  things  that  he  should  consider,  though,  and  I  will  just 
tick  off  five  very  quickly: 
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First,  revise  or  modify  the  phase-in  schedule  for  the  Basle  risk- 
based  capital  standards  in  regard  to  small  business  lending  or 
other  forms  of  community  based  lending  activities.  Unlike  other 
countries  subject  to  the  Basle  agreement,  we  have  applied  these 
standards  across  the  board,  even  to  institutions  with  a  total  domes- 
tic focus,  something  we  are  not  obliged  to  do. 

Second,  when  Mr.  Kennedy  referred  to  Mr.  Syron's  testimony,  it 
was  before  my  committee,  the  Small  Business  Committee,  in  a 
hearing  I  had  in  Boston.  I  concur  that  we  should  reduce  the  lever- 
age ratio  to  3  percent  for  banks  and  thrifts  otherwise  meeting  cap- 
ital requirements  to  help  increase  lending  or  at  least  give  the  regu- 
lators additional  discretion  in  this  area. 

Third,  move  quickly  to  incorporate  interest  rate  risk  into  the 
risk-based  capital  requirements.  The  current  risk-based  system 
gives  banks  a  perverse  incentive  to  invest  disproportionately  in 
Government  securities  to  the  disadvantage  of  lending  activity  that 
could  help  spur  growth.  Yet  such  investment  does  carry  risks  of  its 
own.  A  recognition  of  the  interest  rate  risk  inherent  in  investment 
in  such  securities  should  make  business  lending  somewhat  more 
attractive. 

Fourth,  review  the  classifications  of  institutions  according  to  cap- 
ital levels  and  associated  regulatory  constraints  that  the  regulators 
have  developed,  and  provide  regulators  greater  flexibility  in  the 
handling  of  undercapitalized  but  profitable  institutions  to  avoid 
any  unnecessary  prohibitions  on  lending  activity. 

And,  fifth,  create  a  secondary  market  for  small  business  loans, 
an  idea  that  I  have  been  promoting  for  10  years  and  which  seems 
to  be  taking  on  a  certain  life  at  this  moment. 

I  thank  you. 

[The  prepared  statement  of  Mr.  LaFalce  follows:] 
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STATEMENT  OF  THE  HONORABLE  JOHN  J.  LaFALCE 
CHAIRMAN,  HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

Hearing  on  the  Credit  Crunch 
and  the  Clinton  Proposal  for  Regulatory  Relief 

The  Subcommittee  on  Commerce,  Consumer  and  Monetary  Affairs 
Committee  on  Government  Operations 
March  17,  1993 

Mr.  Chairman.   I  appreciate  the  opportunity  to  appear  at 
this  morning's  hearing  to  discuss  the  credit  crunch  and  President 
Clinton's  proposal  for  regulatory  relief.   It  is  a  proposal  I 
strongly  support. 

As  Chairman  of  the  Small  Business  Committee,  the  credit 
crunch  is  an  issue  which  has  long  been  of  particular  concern  to 
me.   It  is  our  small  businesses,  typically  a  key  source  of 
economic  expansion  and  job  growth,  that  have  been  most  adversely 
affected.   Small  businesses  rely  disproportionately  on  bank 
lending  as  a  source  of  funds.   As  bank  lending  effectively  dried 
up,  money  for  business  start-ups,  innovation,  new  plant  and 
equipment,  and  business  expansion  virtually  disappeared. 

When  the  Small  Business  Committee  first  began  examining  the 
issue  early  in  1991,  many  refused  to  even  acknowledge  the 
existence  of  a  credit  crunch.   It  has  since  become  one  of  the 
most  obvious  and  painful  problems  we  have  faced  as  we  have  tried 
to  get  our  economy  moving  again. 

The  credit  crunch  has  always  been  directly  related 
to  another  problem  —  the  proper  regulation  of  our  financial 
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institutions.   Since  our  consideration  of  the  S&L  bail-out 
legislation  in  1989,  I  have  consistently  argued  that  the  thrift 
crisis  engendered  a  regulatory  over-reaction.   Excessive 
restrictions  placed  on  our  financial  institutions  inhibited  bank 
and  thrift  lending  and  effectively  stopped  the  flow  of  capital  to 
many  creditworthy  small  firms. 

Faced  with  reluctant  lenders,  small  businesses  have,  in 
turn,  been  unable  to  provide  the  job  growth  which  we  have  come  to 
expect  and  depend  on  to  spur  economic  growth.  As  the  President 
pointed  out,  "if  you  had  to  put  in  a  sentence  why  this  has  been  a 
jobless  recovery  it's  because  small  business  job  creation  hasn't 
offset  big  business  job  losses.   And  that  is  the  central 
challenge  was  face..."   We  cannot  have  a  job-creating  recovery 
without  a  vital  small  business  sector  —  and  a  growing  and 
prosperous  small  business  sector  is  impossible  without  some 
regulatory  relief  for  our  financial  institutions. 

We  are  finally  beginning  to  meet  that  challenge.   President 
Clinton's  package  of  credit  crunch  initiatives  will  go  a  long  way 
to  removing  the  stranglehold  that  excessive  regulation  has  placed 
on  the  flow  of  credit  to  small  businesses.   The  President's 
initiative  will:   ease  documentation  reguirements  that  create 
disincentives  to  small  business  lending  and  slow  down  loan 
approvals;  increase  the  freedom  of  banks  to  make  "character" 
loans;  ensure  a  more  reasonable  estimation  of  the  value  of  the 
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real  estate  collateral  on  which  small  businesses  so  typically 
rely;   and  ease  appraisal  requirements. 

These  are  important  steps.   But  I  believe  we  can  and  should 
do  more.   Shortly  after  the  election,  I  wrote  to  President 
Clinton  to  recommend  other  changes  designed  to  enhance  small 
business  lending.   They  remain  relevant  and  I  would  hope  serious 
consideration  would  be  given  to  changes  in  the  following  areas: 

(1)  Revise  or  modify  the  phase-in  schedule  for  the  Basle 
risk-based  capital  standards  in  regard  to  small  business  lending 
or  other  forms  of  community-based  lending  activities.   Unlike 
other  countries  subject  to  the  Basle  Agreement,  we  have  applied 
these  standards  across  the  board,  even  to  institutions  with  a 
total  domestic  focus  —  something  we  are  not  obliged  to  do. 

It  is  true  that  our  financial  institutions  have  adjusted. 
But  we  must  question  if  we  like  the  way  they  have  done  so.  Their 
response  has  been  to  move  to  the  least  risk-weighted  assets  — 
government  securities  and  mortgage  loans.   Meanwhile  small 
businesses  —  whose  loans  are  100%  risk-weighted  —  have  gone 
begging. 

We  want  small  business  gro%rth  and  we  want  community 
development.   We  cannot  get  it  if  the  structure  of  our  capital 
regulations  create  major  disincentives  to  the  lending  required  to 
achieve  those  goals.  If  we  are  to  have  a  growth  economy,  we  must 
create  incentives  to  productive  business  investment,  not  safe 
investment.   We  must  encourage  beuiks  to  engage  in  prudent  risk- 
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taking,  not  punish  or  inhibit  their  efforts  to  do  so. 

(2)  Reduce  the  leverage  ratio  to  3%  for  banks  and  thrifts 
otherwise  meeting  capital  requirements  to  help  increase  lending, 
or  at  least  give  the  regulators  additional  discretion  in  this 
area.   The  imposition  of  a  risk-based  capital  system  coupled  with 
an  ever-increasing  leverage  ratio  has  imposed  enormous 
constraints  on  lending; 

(3)  Move  quickly  to  incorporate  interest  rate  risk  into  the 
risk-based  capital  requirements.  The  current  risk-based  system 
gives  banks  a  perverse  incentive  to  invest  disproportionately  in 
government  securities  to  the  disadvantage  of  lending  activity 
that  could  help  spur  growth,  yet  such  investment  carries  risks  of 
its  own.   A  recognition  of  the  interest  rate  risk  inherent  in 
investment  in  such  securities  should  make  business  lending 
somewhat  more  attractive. 

(4)  Review  the  classifications  of  institutions  according  to 
capital  levels,  and  associated  regulatory  constraints,  that  the 
regulators  have  developed,  and  provide  regulators  greater 
flexibility  in  the  handling  of  undercapitalized  but  profitable 
institutions  to  avoid  any  unnecessary  prohibitions  on  lending 
activity. 

(5)  Create  a  secondary  market  for  small  business  loans. 
The  sad  truth  is  that  the  small  business  community  has  never  been 
adec[uately  served  by  the  banking  sector.   It  must  not  be  so 
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constrained  in  terms  of  potential  funding  sources  if  it  is  to 
help  provide  the  growth  we  need.  We  must  find  a  way  to  match 
small  businesses  and  their  long-term  credit  needs  with 
institutional  investors  who  are  capable  of  meeting  them.   I  have 
introduced  a  bill  —  H.R.  660  —  which  I  believe  moves  us  in  the 
right  direction  and  I  am  hopeful  the  Administration  will  take  a 
very  serious  look  at  it. 

Again,  Mr.  Chairman,  I  want  to  thank  you  for  holding  this 
important  hearing.   The  Administration  has  taken  an  important 
step  —  as  the  President  put  it,  we  have  taken  a  chunk  out  of  the 
credit  crunch  wall.   But  some  of  that  wall  still  stands.   The 
small  business  community  would  like  to  see  more  of  it  come  down, 
and  our  economy  would  benefit  enormously  if  it  did. 
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Mr.  Spratt.  Thank  you  very  much,  Mr.  LaFalce. 

Mr.  Cox  has  to  leave  now,  but  Mr.  Zeliff  is  going  to  take  his  posi- 
tion as  the  ranking  member. 

Mr.  Zeliff,  you  haven't  had  a  chance  to  ask  any  questions  yet.  Let 
me  turn  the  floor  over  to  you. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman. 

Congpressman,  I  have  enjoyed  serving  with  you  on  the  Small 
Business  Committee.  I  just  came  in  here  late,  but  maybe,  John,  you 
could  tell  us  a  little  bit  about  the  secondary  market  and  the  oppor- 
tunity for  activity  there. 

Mr.  LaFalce.  One  of  the  difficulties  the  small  business  commu- 
nity has,  in  particular,  is  accessing  long-term  financing  and  fixed- 
rate  financing.  The  small  business  community  really  doesn't  have 
access  to  insurance  companies,  pension  funds,  and  the  like. 

For  the  most  part,  right  now,  we  do  not  have  a  liquidity  problem, 
and  so  I  don't  offer  this  proposal  to  deal  with  the  problem  of  liquid- 
ity, at  least  at  the  present  time.  Although,  for  those  institutions 
that  do  have  liquidity  problems,  the  secondary  market  certainly 
could  be  of  assistance  to  them. 

What  I  have  proposed  is  a  Government- sponsored  enterprise  that 
would  serve  as  a  catalyst  for  the  development  of  a  seconaair  mar- 
ket. Once  that  secondary  market  is  established  on  its  own,  I  believe 
it  could  be  desirable  to  have  the  GSE  spun  out  of  existence.  But 
I  also  think  that,  in  order  to  maJce  the  market,  a  GSE  is  going  to 
be  required. 

Others  have  different  concepts  of  it.  I  have  been  promoting  a  sec- 
ondary market  for  10  years.  This  past  year,  Senator  D'Amato  has 
expressed  some  interest  in  it  and  has  introduced  his  own  legisla- 
tion, but  he  would  not  create  a  GSE,  and  he  would  have  the  loan 
originators  sell  off  a  certain  portion  of  the  paper  with  recourse. 

Well,  if  that's  the  case,  I  think  it  will  help  the  securities  indus- 
try, perhaps,  but  I  don't  think  it's  going  to  help  the  small  business 
community  very  much,  because  the  only  loans  that  would  be  sold 
off  would  be  tne  very  best  loans,  the  cream  of  the  crop.  Cherry 
picking  would  take  place. 

Mr.  Kanjorski  of  the  Banking  Committee  is  doing  some  outstand- 
ing work  on  this.  He  is  of  the  mind,  I  think,  that  perhaps  we  ought 
to  expand  the  charter  of  Fannie  Mae  and  Freddie  Mac,  et  cetera. 
I  would  be  concerned  about  this  for  a  number  of  reasons.  First  of 
all,  I  don't  think  they  have  any  desire  to  do  this.  Second,  I  think 
it  could  have  a  significant  adverse  impact  on  their  stock. 

Third,  I  don't  think  the  traditional  financial  institutions  that 
loan  to  small  businesses  would  cotton  to  this.  They  view  Fannie 
Mae  and  Freddie  Mac  as  competitors  who  have  decreased  their 
margins  considerably.  And  I  think  we  would  need  a  new  institution 
to  do  this. 

I  know  the  administration  is  thinking  about  this  much  more  seri- 
ously. I  don't  think  this  will  happen  unless  the  administration  gets 
behind  it  and  starts  pushing  it,  and  either  adopts  one  of  the  pro- 
posals that  is  being  promoted  in  the  Congress  right  now  or  comes 
in  with  their  own  proposal.  The  second  they  come  in  with  their  own 
proposal,  should  thev  decide  to  do  this,  this,  of  course,  is  what  we 
should  then  use  as  the  vehicle  for  legislative  consideration  and  dis- 
cussion, and  amend  that. 
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Mr,  Zeliff.  Thank  you. 

Mr.  Spratt.  Thank  you,  Mr.  Zeliff. 

Mr.  Rush  has  been  particularly  interested  in  minority  contrac- 
tors' performance  bonds.  I  want  to  give  him  a  chance  to  ask  you 
a  question  before  we  a4joum  briefly  to  go  to  vote. 

Mr.  Rush.  Thank  you,  Mr.  Chairman,  you  are  very  considerate. 
Mr.  Chairman,  I  just  want  to  restate  what  you  said  and  ask  it  in 
the  form  of  a  question. 

Performance  bonds,  as  it  relates  to  minority  and  majority  con- 
tractors, can  you  tell  me  your  evaluation  of  the  problem? 

Mr.  LaFalce.  Well,  I  think,  with  respect  to  performance  bonds, 
and  with  respect  to  loans,  it's  very  difficult  for  a  small  business 
today,  especially  minorities,  to  be  able  to  access  these  without  the 
guarantee  of  the  Small  Business  Administration. 

One  of  the  difficulties  we're  running  up  against  is  the  budget.  We 
have,  in  the  budget  today,  additional  appropriations  for  $140  mil- 
lion in  order  to  enable  us  to  give  authorization  for  an  additional 
$2.6  billion  in  loan  guarantees.  Even  if  we  pass  that  today  in  the 
supplemental,  it's  not  going  to  be  enough  to  get  us  through  this  fis- 
cal year. 

One  of  the  reasons  that  we  need  a  secondary  market  is  because 
increasingly  the  banks  are  clamping  down  to  such  an  extent  that 
they  are  not  giving  assistance  to  the  small  business  community, 
and  especially  the  minority  small  business  community,  without  a 
governmental  guarantee.  "The  governmental  guarantee,  though,  re- 
quires some  type  of  a  subsidy  down  pa3anent,  appropriations.  We 
nm  up  against  budget  difficulties.  The  creation  of  a  secondary  mar- 
ket is  one  way  of  dealing  with  those  budgetary  difficulties.  That 
would  be  an  off-budget  item. 

Mr.  Spratt.  Mr.  LaFalce,  thank  you  very  much  for  your  testi- 
mony. We  appreciate  it,  and  we  will  take  it  to  heart.  TTiank  you, 
sir. 

Mr.  LaFalce.  Thank  you. 

Mr.  Spratt.  We  have  to  run  to  vote  on  the  approval  of  the  Jour- 
nal. We  will  come  back  as  quickly  as  possible.  When  we  return,  Mr. 
Charles  A.  Bowsher,  the  Comptroller  (Jeneral,  will  be  the  witness. 
Following  that,  we  will  have  a  panel  of  Mr.  John  LaWare  of  the 
Federal  Reserve  Board;  Mr.  Steinbrink,  the  Acting  Comptroller  of 
the  Currency;  and  Mr.  Stone,  Deputy  to  the  Chairman  of  the  FDIC. 

Mr.  Bowsher,  if  you  will  come  forward,  we  will  be  back  as  quickly 
as  possible. 

[Recess  taken.] 

Mr.  Spratt.  Mr.  Bowsher,  thank  you  very  much  for  your  willing- 
ness to  come  and  testify  and  share  with  us  the  GeneraJ  Accounting 
Office  observations  of  the  examination  process  and  the  regulatory 
burdens  now  imposed  on  banks  and  their  consequences  for  credit 
availability. 

You  have  two  staff  members,  apparently,  from  the  General  Ac- 
counting Office  with  you.  You  might  identify  them  for  the  record. 
Let  me  say  that  we  will  make  your  prepared  statement  part  of  the 
record,  and  you  can  summarize  it  if  you  wish. 

Welcome  here  this  morning. 
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STATEMENT  OF  CHARLES  A-  BOWSHER,  COMPTROLLER  GEN- 
ERAL  OF  THE  UNITED  STATES,  U.S.  GENERAL  ACCOUNTING 
OFFICE,  ACCOMPANIED  BY  DONALD  H.  CHAPIN,  ASSISTANT 
COMPTROLLER  GENERAL,  ACCOUNTING  AND  FINANCIAL 
MANAGEMENT  DIVISION,  AND  JAMES  L.  BOTHWELL,  DIREC- 
TOR, BANKING 

Mr.  BowsHER.  Thank  you  very  much,  Mr.  Chairman.  I  will  just 
summarize  my  statement.  With  me  is  Don  Chapin,  who  is  the  head 
of  our  Accounting  and  Financial  Management  Division  at  GAG, 
and  Jim  Bothwell,  who  heads  up  our  banking  work. 

Mr.  Spratt.  Welcome  to  both  of  you. 

Mr.  BowsHER.  Gur  testimony  today  discusses  the  two  concerns 
of  the  subcommittee:  The  availability  of  bank  credit  to  small  and 
medium-sized  businesses  and  the  amount  of  regulatory  burden 
placed  on  our  banking  institutions.  We  would  like  to  make  four 
msiin  points  here  today  about  these  issues. 

First,  we  urge  the  Congress  to  recognize  the  importance  of  main- 
taining the  key  safety  and  soundness  reforms  in  the  FDIC  Im- 
provement Act  that  are  critical  to  preventing  further  losses  to  the 
insurance  funds  and  the  taxpayers.  In  other  words,  we  have  seen 
over  $200  billion  here  spent  of  taxpayers'  money  on  the  S&L  crisis, 
and  we  saw  an  FDIC  fund  disappear  on  us.  It  is  important,  I  think, 
that  we  recognize  that  safety  and  soundness  reforms  are  necessary, 
especially  for  the  larger  financial  institutions,  and  that,  in  the  law, 
is  $150  million  and  above. 

Second,  we  recognize  that  the  access  to  bank  credit  is  absolutely 
essential  to  the  viability  of  small  and  medium-sized  businesses  that 
are  a  principal  source  of  new  jobs  in  this  country.  Banks  should  be 
encouraged  to  lend  to  creditworthy  borrowers.  GAG  believes  that 
steps  should  be  taken,  administratively,  to  streamline  the  paper- 
work burden  and  the  regulation  that  may  be  unnecessarily  hinder- 
ing certain  t^es  of  business  loans. 

We  do  believe  that  the  President  the  other  day,  working  with  the 
regulatory  agencies,  announced  a  package  that  shows  promise,  and 
we  are  encouraged  by  that. 

I  have  a  package  here — we  went  out  and  met  with  some  of  the 
banks — and  it  shows  how  much  paperwork  there  is  involved  in 
some  of  these  small  business  loans.  And  I  think  there  are  areas 
where  it  could  be  cut  back.  I  must  say,  my  package  is  not  as  big 
as  yours,  Mr.  Chairman.  You  trumped  me  there. 

Third,  GAG  believes  that  some  of  the  regulatory  burden  placed 
on  banks  can  be  reduced  by  eliminating  the  inconsistency  and  du- 
plication involved  with  some  of  the  bank  examination.  We  issued 
a  set  of  reports  recently  to  the  Banking  Committee  on  that,  and  we 
do  believe  that  that  is  an  area  that  should  be  looked  at. 

Fourth,  before  Congress  enacts  any  legislative  remedies,  we  ad- 
vise that  it  needs  very  sound  analysis  to  determine  whether  the 
root  causes  of  vmnecessary  burden  are  in  the  statutes,  or  are  they 
in  the  implementing  regulations,  or  maybe  even  in  the  behavior  of 
the  regulators,  or  some  combination  of  the  three.  Also,  I  think  I 
might  add,  even  just  the  behavior  of  the  loan  officers,  as  somebody 
pointed  out  earlier,  as  it  all  cascades  down.  I  think  that  analysis 
has  to  be  done,  and  it  really  hasn't  been  done  by  most  of  the  sur- 
veys that  have  been  taken  so  far. 
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We  have  two  studies  underway  at  the  request  of  both  the  Senate 
and  the  House  Banking  Committees:  One  on  small  business  lend- 
ing and  the  other  on  regulatonr  burden.  We  hope  to  have  prelimi- 
nary results  by  May  and  probably  a  more  extensive  report  on  those 
areas  by  the  summer. 

So  we  would  be  pleased,  Mr.  Chairman,  to  answer  any  questions 
at  this  time. 

[The  prepared  statement  of  Mr.  Bowsher  follows:] 


For  Release  on 
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BANKS  AND  THRIFT  REGULATION 

Concerns  About  Credit  •Availability  and  Regulatory  Burden 

Sununary  of  Statement  by  Charles  A.  Bowsher 

Comptroller  General  of  the  United  States 

GAO's  testimony  discusses  two  concerns  of  the  Subcommittee:   the 
availability  of  bank  credit  to  small  and  medium-sized  businesses 
and  the  amount  of  regulatory  burden  placed  on  our  banking 
institutions.   Congress  enacted  the  landmark  FDIC  Improvement  Act 
(FDICIA)  in  December  1991  to  strengthen  the  nation's  banking 
system.   The  passage  of  FDICIA  also  heightened  concerns  of  the 
banking  industry  about  the  continuing  increase  in  regulatory 
burden  and  its  potential  impact  on  banking  activities, 
particularly  on  lending  to  small  and  medium-sized  businesses. 

There  are  four  main  points  that  GAO  makes  about  these  issues 
today.   First,  while  it  is  true  that  FDICIA  Increased  the  amount 
of  regulation,  GAO  urges  Congress  to  recognize  the  importance  of 
maintaining  the  key  safety  and  soundness  reforms  in  FDICIA  that 
are  critical  to  preventing  further  losses  to  the  insurance  funds 
and  the  taxpayers.   Second,  GAO  recognized  that  access  to  bank 
credit  is  essential  to  the  viability  of  small  and  medium-sized 
businesses  that  are  a  principal  source  of  new  jobs  in  this 
country.   Banks  should  be  encouraged  to  lend  to  creditworthy 
borrowers,  and  GAO  believes  that  steps  should  be  taken 
administratively  to  streamline  the  paperwork  burden  and 
regulations  that  may  be  unnecessarily  hindering  certain  types  of 
business  loans.   Third,  GAO  believes  that  some  of  the  regulatory 
burden  placed  on  banks  can  be  reduced  by  eliminating  the 
inconsistency  and  duplication  involved  with  bank  examinations. 
Fourth,  before  Congress  enacts  any  legislative  remedies,  GAO 
advises  that  it  needs  sound  analyses  to  determine  whether  the 
root  causes  of  unnecessary  burden  are  in  the  statutes,  the 
implementing  regulations,  the  behavior  of  the  regulators,  or  some 
combination  of  all  three  factors.   Such  analyses  have  not  been 
done . 

GAO  also  applauds  the  general  direction  of  the  President's 
regulatory  initiative  directed  at  problems  of  credit  availability 
that  he  announced  last  week.   However,  GAO  urges  the  regulators, 
in  conducting  their  regulatory  reviews,  to  be  mindful  of  the 
importance  of  retaining  safety  and  soundness  provisions, 
particularly  regarding  the  accounting  treatment  for  real  estate 
loans . 

Finally,  GAO  discusses  two  studies  it  is  doing  at  the  request  of 
the  Senate  and  House  Banking  Committees --one  on  small  business 
lending  and  the  other  on  regulatory  burden.   Preliminary  results 
of  these  studies  are  expected  in  May  1993,  with  the  more 
extensive  study  on  regulatory  burden  expected  to  take 
considerably  more  time  and  resources. 
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Mr.  Chairman  and  Members  of  the  Subcommittee: 

We  are  pleased  to  be  here  today  to  discuss  two  concerns  of  the 
Subcommittee:   the  availability  of  bank  credit  to  small  and 
medium-sized  businesses  and  the  amount  of  regulatory  burden 
placed  on  our  banking  institutions.   As  you  are  aware,  Mr. 
Chairman,  Congress  enacted  the  landmark  FDIC  Improvement  Act 
(FDICIA)  in  December  1991  to  strengthen  the  nation's  banking 
system.   The  passage  of  FDICIA  also  heightened  concerns  of  the 
banking  industry  about  the  continuing  increase  in  regulatory 
burden  and  its  potential  impact  on  banking  activities, 
particularly  on  lending  to  small  and  medium-sized  businesses. 

There  are  four  main  points  that  we  wish  to  make  about  these 
issues  today.   First,  while  it  is  true  that  FDICIA  increased  the 
amount  of  regulation,  Congress  must  recognize  the  importance  of 
maintaining  the  key  safety  and  soundness  reforms  in  FDICIA  that 
are  critical  to  preventing  further  losses  to  the  insurance  funds 
and  the  taxpayers.   Second,  access  to  bank  credit  is  essential  to 
the  viability  of  small  and  medium-sized  businesses  that  are  a 
principal  source  of  new  jobs  in  this  country.   Banks  should  be 
encouraged  to  lend  to  creditworthy  borrowers,  and  we  believe  that 
steps  should  be  taken  administratively  to  streamline  the 
paperwork  burden  and  regulations  that  may  be  unnecessarily 
hindering  certain  types  of  business  loans.   Third,  some  of  the 
regulatory  burden  placed  on  banks  can  be  reduced  by  eliminating 
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the  inconsistency  and  duplication  involved  with  bank 
examinations.   Fourth,  before  enacting  any  legislative  remedies. 
Congress  needs  sound  analyses  to  determine  whether  the  root 
causes  of  unnecessary  burden  are  in  the  statutes,  the 
implementing  regulations,  the  behavior  of  the  regulators,  or  some 
combination  of  all  three  factors.   Such  analyses  have  not  been 
done. 

Before  I  discuss  each  of  these  points  in  greater  detail,  I  would 
like  to  applaud  the  general  direction  of  the  President's 
regulatory  initiative  directed  at  problems  of  credit  availability 
that  he  announced  last  week.   However,  we  urge  the  regulators,  in 
conducting  their  regulatory  reviews,  to  be  mindful  of  the 
importance  of  retaining  safety  and  soundness  provisions, 
particularly  regarding  the  accounting  treatment  for  real  estate 
loans. 

FDICIA  REFORMS 

While  we  support  efforts  to  reduce  regulatory  burden,  we  are 
concerned  about  proposals  to  eliminate  FDICIA  safety  and 
soundness  provisions.   Since  1980,  approximately  2,700  banks  and 
thrifts  have  failed,  costing  roughly  $200  billion  to  date. 
FDICIA  reforms  are  essential  for  protecting  healthy  banks  and  the 
taxpayers  from  rising  deposit  insurance  costs.   Through  several 
key  provisions  that  complement  each  other,  the  act  provides 
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incentives  for  market  participants  and  the  regulators  to  bring 
their  systems  for  identifying  and  controlling  risk  in  line  with 
the  increased  riskiness  and  complexity  of  today's  financial 
marketplace.   Our  reports  on  bank  and  thrift  failures  have  shown 
that  many  failed  institutions  had  serious  internal  control 
problems,  including  violations  of  laws  and  regulations,  which 
regulators  cited  as  contributing  significantly  to  their 
failures.'  Had  these  problems  been  corrected,  the  institutions 
might  not  have  failed  or  their  failure  might  have  been  less 
expensive  to  the  insurance  funds. 

The  key  FDICIA  safety  and  soundness  provisions  are  (1)  prompt 
corrective  action  to  close  institutions  before  their  capital  runs 
out;  (2)  management  and  auditing  reforms  for  institutions  with 
assets  of  $150  million  or  more  that  highlight  private  sector 
responsibility  for  protecting  taxpayers  from  losses;  (3) 
accounting  reforms  to  provide  accurate  information  to  management, 
regulators,  and  the  public;  (4)  annual,  on-site  examinations  for 
most  banks  to  detect  problems  on  a  more  timely  basis;  and  (5) 
changes  in  the  way  banks  are  closed  so  that  uninsured  depositors 
and  general  creditors  will  be  more  likely  to  share  in  the  losses 
if  a  bank  fails.   Congressional  ove;-sight  of  each  of  these  areas 
will  be  crucial  in  the  years  ahead. 


'Failed  Banks: Accounting  and  Auditing  Reforms  Urgently  Needed 

(GAO/AFMD-91-43,  April  22,  1991). 
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SMALL  AND  MEDIUM-SIZED  BUSINESS  LENDING 

Although  FDICIA  should  be  effective  In  reducing  Insurance  fund 
losses,  concerns  have  been  raised  that  It  Is  having  the 
undesirable  side  effects  of  restricting  bank  lending  and  of 
adding  to  the  costly  burden  of  regulation  on  the  Industry.   There 
is  substantial  anecdotal  evidence  that  some  borrowers  have 
difficulties  In  obtaining  loans,  which  Is  not  surprising,  given 
the  number  of  bank  failures  that  have  occurred,  the  number  of 
problem  banks  that  still  exist,  and  the  state  of  the  economy. 
There  have  also  been  extensive  reports  in  the  press  and  elsewhere 
of  a  nationwide  shortage  of  business  credit,  often  referred  to  as 
a  "credit  crunch." 

Recent  evidence,  however,  suggests  that  problems  with  lending 
restrictions,  particularly  relating  to  commercial  and  Industrial 
loans,  vary  by  geographic  regions  and  by  banks'  financial 
condition.   CBO  recently  reported  that  the  availability  of  bank 
loans  in  any  region  of  the  country  is  likely  to  be  associated 
with  the  number  and  size  of  weak  banks  in  that  region,*  Thus, 
the  New  England,  Mid-Atlantic,  and  Southwest  regions  have 
suffered  the  most  from  the  financial  problems  of  the  banking 
industry,  while  regions  with  a  proportionally  large  number  of 
strong  banks,  such  as  the  Central  and  Midwest  regions,  have  been 


'CBO   Staff  Memorandum;   Regional  Analysis  of  Bank  Lending, 
Congressional  Budget  Office  (Feb.  1993). 


101 


less  affected  by  reduced  bank  lending.   Overall,  CBO  reported 
that  lending  by  strong  banks  increased  annually  from  1990  through 
1992  by  approximately  3.1  percent,  while  lending  by  weak  banks 
decreased  by  3.6  percent. 

Similar  evidence  has  been  presented  relative  to  small  business 
lending  by  the  National  Federation  of  Independent  Business  from 
its  survey  of  thousands  of  small  businesses  In  1992.   It  had 
analyzed  small  business  credit  conditions  over  the  prior  19  years 
and  reported  that  recent  credit  conditions  for  small  businesses 
were  not  unique.   The  availability  of  credit  was  not  ranked 
highly  as  a  problem  for  a  great  majority  of  small  businesses, 
which  was  not  significantly  different  from  what  was  reported  In 
earlier  surveys.   On  the  other  hand,  credit  availability  was 
considered  a  critically  important  problem  for  about  12  percent. of 
the  respondents.   The  survey  identified  some  disparities  by 
region  and  firm  size.   Problems  were  concentrated  in  New  England 
and  Texas  and  in  "larger  small  businesses"--def ined  as  employing 
40  or  more  people.   The  study  further  suggested  that  small 
businesses'  ability  to  obtain  loans  will  probably  become  more 
difficult  as  the  economy  recovers  and  leads  to  Increased  loan 
demand  and  greater  competition  for  capital. 

We  have  initiated  a  review  for  the  Senate  Banking  Committee  to 
better  understand  the  concerns  unique  to  this  type  of  lending. 
On  the  basis  of  our  work  thus  far,  we  do  believe  there  are  ways 
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to  streamline  paperwork  burden  and  regulations  affecting  some 
types  of  loans  to  small  and  medium-sized  businesses.   We 
currently  are  visiting  regulators,  banks,  and  other  suppliers  of 
small  business  credit  to  better  understand  the  effects  of  market 
forces,  laws,  regulations,  and  supervisory  processes  on  this  type 
of  lending.   By  May  1993,  we  hope  to  have  some  preliminary 
results  from  this  review. 

IMPROVEMENT  OF  EXAMINATION  PROCESS 

We  believe  that  improving  the  regulatory  examination  process  also 
holds  promise  for  eliminating  much  undue  burden  placed  on  the 
industry.   Last  month  we  testified  on  the  results  of  our  recently 
completed  review  of  the  bank  and  thrift  regulators'  safety  and 
soundness  examinations.   We  identified  inconsistencies  and 
overlap  among  the  four  regulators  in  their  examination  policies 
and  practices.   These  inconsistencies  Included  differences  in 
examination  scope,  frequency,  documentation,  and  assessment  of 
critical  areas,  such  as  loan  loss  reserves.   Such  differences 
could  result  in  disparate  conclusions  regarding  the  safety  and 
soundness  of  an  institution,  depending  on  which  regulator  does 
the  assessment. 

Although  we  did  not  study  the  efficiency  and  effectiveness  of  the 
regulatory  structure  as  a  whole,  we  believe  the  examination 
problems  and  inconsistencies  we  found  are  symptomatic  of  the 
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difficulty  o^  efficiently  and  effectively  regulating  the  banking 
and  thrift  industries  with  four  separate  federal  regulators.   The 
current  regulatory  structure  has  evolved  over  decades  of 
legislative  efforts  to  address  specific  problems,  resulting  in  a 
fragmented  system  that  may  no  longer  be  capable  of  handling  the 
complexities  of  today's  banking  and  thrift  industries.   We 
believe  that  inconsistent  examination  practices  and  the  Inherent 
overlap  and  duplication  resulting  from  four  separate  regulatory 
agencies  to  carry  out  essentially  the  same  function  results  in 
the  potential  for  inequitable  regulation  of  banks  and  thrifts,  as 
well  as  unnecessary  burden  placed  on  the  industry. 

REGULATORY  BURDEN  STUDIES 

Before  Congress  enacts  any  legislative  remedies,  it  needs  sound 
analyses  to  determine  whether  the  root  causes  of  undue  regulatory 
burdens  are  in  the  laws,  the  regulations,  or  in  how  the  laws  and 
regulations  are  administered  by  the  regulators.   While  existing 
studies  reflect  an  increasing  concern  that  the  cumulative  effect 
of  regulation  may  be  placing  too  great  a  burden  on  the  Industry, 
they  provide  little  information  about  how  specifically  to  ease 
the  burden  without  adversely  affecting  key  safety  and  soundness 
and  consumer  protection  goals. 

The  industry  studies  we  have  reviewed  were,  for  the  most  part, 
based  upon  opinion  surveys  of  their  members  and  provided 
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extensive  lists  of  iL^ues  causing  concern  among  bankers.   Among 
the  major  concerns  reflected  in  the  studies  were  the  following: 

--  safety  and  soundness  requirements  relating  to  appraisals, 
examinations,  and  formal  written  policies; 

--  consumer  protections  reflected  in  the  Community  Reinvestment 
Act  (CRA),  Truth-in-Lending  Act,  the  Real  Estate  Settlement 
Procedures  Act  (RESPA),  the  Expedited  Funds  Availability  Act, 
and  the  Home  Mortgage  Disclosure  Act  (HMDA) ;  and 

--  reporting  and  record-keeping  issues  relating  to  Call  Reports, 
geocoding,  holding  company  reports,  and  the  Bank  Secrecy  Act. 

We  have  found  serious  methodological  problems  with  these  studies. 
Because  they  were,  for  the  most  part,  based  on  industry 
perspectives  or  opinions,  the  aggregate  cost  estimates  were 
imprecise  and  unreliable.   Furthermore,  the  studies  did  not 
attempt  to  weigh  regulatory  costs  against  the  safety  and 
soundness  and  consumer  protection  benefits  of  bank  regulations. 
The  benefit  side  of  the  equation  was,  for  the  most  part,  ignored 
in  these  studies. 

The  agency  studies  we  have  reviewed  identified  changes  that  the 
agencies  could  make  internally  to  reduce  unnecessary  burden 
without  compromising  safety  and  soundness  or  consumer  protection 
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goals.   Some  examples  of  actions  taken  include  streamlining  the 
applications  process  for  chartering,  branching,  or  merging; 
clarifying  CRA  examination  procedures;  coordinating  examinations 
schedules;  and  simplifying  report  forms.   A  regulatory  burden 
study  recently  completed  by  the  Federal  Financial  Institutions 
Examination  Council  (FFIEC)  provided  a  summary  of  the  agencies' 
administrative  efforts  and  reported  that  the  FFIEC  would  continue 
meeting  to  identify  and  recommend  possible  statutory  changes  to 
further  reduce  regulatory  burden.   Even  though  agency  officials 
indicated  that  they  did  not  expect  their  administrative  changes 
would  significantly  reduce  the  cumulative  burden  on  banks,  their 
efforts  should  be  applauded  and  encouraged. 

Because  of  the  deficiencies  we  have  found  in  the  existing 
studies,  we  believe  further  analyses  targeted  to  specific 
regulatory  burden  issues  are  needed  to  identify  what  appropriate 
legislative  actions,  if  any.  Congress  needs  to  take.   We  are, 
therefore,  using  our  review  of  the  existing  studies  to  design  and 
pilot  a  more  in-depth  study  of  some  of  the  industry's  concerns. 
This  study  will  seek  to  better  define  and  understand  these 
concerns,  their  magnitude,  root  causes,  and  relevance  to  bank 
operations.   Additionally,  our  design  will  take  into 
consideration  work  we  are  doing  for  the  House  Banking  Committee 
in  which  we  are  reviewing  the  regulators'  examination  processes 
and  other  program  initiatives  to  assess  banks*  compliance  with 
consumer  protection  and  community  reinvestment  laws.   Our  study 
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will  involve  our  going  into  banks,  with  their  consent  and 
cooperation,  to  identify  activities  related  to  compliance  with 
the  safety  and  soundness,  consumer  protection,  and  record-keeping 
requirements  of  greatest  concern  to  the  industry.   This  study 
will  require  considerable  time  and  resources,  but  we  consider  it 
an  important  investment  for  understanding  the  industry's  concerns 
and  identifying  how  best  to  address  them.   With  the  industry's 
and  the  regulators'  cooperation,  we  hope  to  identify  additional 
ways  to  reduce  regulatory  burden  without  jeopardizing  key  safety 
and  soundness  or  consumer  protection  goals. 


Mr.  Chairman,  this  concludes  my  prepared  statement.   My 
colleagues  and  I  will  be  pleased  to  answer  questions. 
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Mr.  Spratt.  Mr.  Bowsher,  let  me  turn  to  our  ranking  member, 
Mr.  Zeliff,  and  ask  him  for  any  questions  he  would  like  to  lead  off 
with. 

Mr.  Zeliff. 

Mr.  Zeliff.  Mr.  Bowsher,  I'm  a  small  businessman  from  New 
Hampshire.  In  my  prior  life,  I've  had  three  small  businesses.  We 
have  seen  in  our  State  where  five  out  of  seven  of  the  top  banks 
have  been  taken  over.  Actually,  frankly,  the  economy  has  been  dev- 
astated. And  we  have  seen  a  complete  void  of  lending,  pretty  much, 
to  small  business.  I  mean,  I  think  a  lot  of  the  small  businesses 
have  just  not  been  able  to  get  sufficient  working  capital  to  keep 
their  operations  moving. 

If  most  of  the  jobs  in  the  future,  as  far  as  our  State,  are  going 
to  come  from  small  business,  we  obviously  are  going  to  have  to 
have  some  kind  of  a  solution  to  the  ability  of  small  businesses  to 
borrow,  expand,  and  then  hire,  or  else  that  link  is  not  going  to 
work. 

I  also  understand  safety  and  soundness  reform,  and  we  have 
come  a  long  way.  We  just  can't,  all  of  a  sudden,  turn  everybody  360 
and  say,  "Well,  now  we  can  go  back  to  the  way  we  did  it  in  the 
1980's,  and  I  certainly  understand  that.  With  the  President's  ini- 
tiatives— and  I  applaud  that  we  are  now  looking  at  character  lend- 
ing— I  would  only  add  that  character  lending  ought  to  be  a  piece 
of  the  package.  Certainly,  you  have  to  have  a  qualified  loan  port- 
folio. 

I  was  kidding  the  chairman,  I  said,  "The  only  thing  I  would  add 
to  that  in  our  loan  portfolio  is  my  last  5  years'  income  tax  state- 
ments, which  would  double  the  size  of  it."  He  said,  "Three  years 
are  in  it." 

But  it  just  seems  to  me  that  what  our  regulatory  process  here 
is,  we  pass  a  law.  The  regulatory  process  then  gets  to  work  on  it, 
and  the  bureaucracy  takes  over,  and  we  then  come  up  with  what 
the  interpretation  of  the  law  might  be.  Then  you  have  the  people 
in  the  field. 

The  one  thing  that  gets  left  out  of  the  process  is  common  sense 
and  the  idea  that,  franklv,  the  ability  of  a  person  to  pay  back  on 
a  loan  depends  on  what  nis  track  record  or  her  track  record  is,  a 
lot  of  the  intangible  things  about  what  is  going  to  make  that  loan 
work. 

It  seems  to  me  that  the  regulatory  process  has  tried  to  make  it 
risk  free  for  the  banking  industry,  that  if  you  meet  all  these  things 
and  finally  you  approve  the  loan,  it's  all  going  to  automatically  stav 
on  track,  and  all  the  payments  are  going  to  be  made.  I  don't  think 
it  really  works  that  way. 

In  the  Bush  administration,  we  fought  hard  with  the  Treasury 
Department  to  take  a  look  at  some  of  the  practices  that  were  going 
on.  And  with  Bill  Taylor,  when  he  was  alive  he  tried  very  hard,  I 
think,  at  least  at  the  top,  to  put  in  some  common  sense,  but  it 
never  did  seem,  I  don't  think,  to  get  down  to  the  lower  levels. 

Now  we  have  a  new  program  to,  hopefully,  get  down  to  the  lower 
levels  of  putting  some  common  sense  back  in  the  process  with  char- 
acter lending,  looking  at  some  of  the  overregulation.  How  do  we 
blend  and  how  does  the  GAO  see  it,  in  terms  of  specifics,  in  terms 
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of  what  you  think  will  remove  some  of  that  unnecessary  regfulatory 
burden? 

For  example,  if  a  bank  is  well  run,  because  of  FDICIA,  we're 
going  to  have  annual  audits,  whereas  before  maybe  we  did  3-year 
audits.  I  mean,  does  it  make  sense  that,  if  a  bank  is  well  run  and 
they  have  proven  themselves  over  time  to  make  the  right  loans,  in- 
stead of  having  more  audits,  maybe  having  less  audits? 

Mr.  BOWSHER.  All  right.  Mr.  Zeliflf,  first  let  me  say  I  fully  under- 
stand how  serious  the  situation  is  in  New  Hampshire,  mien  you 
have  five  banks  out  of  seven  go  down,  it  has  a  terrible  impact  on 
small  business  and  medium  business,  because  lots  of  time,  then, 
loans  start  to  get  called,  and  it's  hard  to  go  down  the  street  to  the 
next  bank  and  get  a  new  banking  arrangement,  because  they  are 
in  such  a 

Mr.  Zeliff.  Impossible. 

Mr.  BowSHER.  An  impossible  situation.  Yes,  it  becomes  impos- 
sible, practically.  I  think  we  saw  that  throughout  this  period.  I 
think  that's  why  having  a  safety  and  soundness  banking  system  in 
this  country  is  absolutely  essential.  In  other  words,  I  think  it  has 
a  terrible  impact  on  the  business  community  when  your  financial 
institutions  start  to  get  into  trouble,  as  they  did  here  in  the  late 
1980's  and  the  early  1990's. 

Now  the  question  is  what  to  do  about  our  current  situation.  I 
think  what  we're  trying  to  do  with  this  study  here  is  to  look  actu- 
ally at  the  paperwork  package.  In  other  words,  I  think,  when  the 
Bush  people  went  after  it,  they  didn't  quite  get  down  to  looking  at 
the  packages  of  what  is  required  on  the  small  business  loans  and 
that.  That's  what  we're  trying  to  do,  and  I  know  the  regulatory 
gn^oups  are  doing  the  same  thing  right  now,  with  President  Clinton 
making  his  announcement,  and  everything  like  that. 

I  think  that's  what  you  want  to  do.  In  other  words,  how  much 
information  is  really  needed  on  each  of  these  areas,  and  how  much 
can  we  streamline  out?  So  I  think  that  this  is  what  has  to  be  done 
now. 

We  went  out  and  met  with  one  of  the  super  regional  banks  re- 
cently, and  that's  where  I  got  this  package.  They  were  pointing  out 
that  a  lot  of  the  requirements  on  the  real  estate  is  sometimes  just 
a  backup  situation.  In  other  words,  let's  say  a  small  business  is 
looking  for  a  loan,  gets  a  loan,  but  they  want  the  owner's  house  to 
be  included  as  an  asset.  Then  you  have  to  go  out  and  get  apprais- 
als. 

So  maybe  some  of  the  stuff  that  was  written  in  has  got  caught 
up  into  looking  like  a  straight  real  estate  loan,  when  it  was  to  be 
just  part  of  the  backup  collateral,  you  might  say.  So  I  think  there 
are  areas  here.  The  same  on  streamlining  the  appraisal  require- 
ments. 

They  pointed  out — and  we're  doing  some  checking  on  this — they 
pointed  out  that  they  thought,  for  an  $80,000  loan,  that  sometimes 
they  were  incurring  as  much  as  $8,000  in  costs.  That's  a  lot  of  cost 
on  a  loan.  We  don't  know  whether  their  figures  are  right,  but  we're 
going  to  check  it  out. 

Mr.  Zeliff.  I  think  you're  going  to  find  it  won't  take  too  much 
to  verify  that. 
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Mr.  BowsHER.  That's  right.  So  that's  the  kind  of  work  we're  try- 
ing to  do.  We're  going  out;  we're  visiting  banks  and  financial  insti- 
tutions in  several  different  areas.  So  we  hope  to  come  back  with 
real  recommendations  on  how  to  streamline  it,  and  I  think  the  reg- 
ulatory people  are  doing  much  of  this  same  thing,  too.  So  I  am 
hopeful  that  we  can  get  this  streamlined  back  and  just  have  the 
essential  that  is  there. 

Your  last  question  on  whether  you  need  an  annual  audit  versus 
one  every  3  years,  I  don't  know  the  size  of  the  banks  there  in  New 
Hampshire  right  now,  but  I  think  any  bank,  of  any  size,  needs  an 
annual  audit  or  an  annual  exam.  I  think  that  was  one  of  the  areas 
where  we  got  into  trouble  in  the  1980's.  With  modem  computers, 
modem  banking,  things  move  so  fast  that,  if  you  aren't  looking  at 
it  at  least  on  an  annual  basis,  I  think  you  are  taking  a  risk. 

Mr.  Zeliff.  Do  you  agree  that  perhaps  those  banks  that  are  not 
as  soimd  should  be  audited  more  than  those  that  are? 

Mr.  BowsHER.  Yes.  Absolutely. 

Mr.  Zeliff,  So  at  least  the  concept 

Mr.  Bowsher.  Yes. 

Mr.  Zeliff.  And  there  is  a  difference  in  the  kinds  of  audits,  too. 

Mr.  Bowsher.  Yes. 

Mr.  Zeliff.  I  think  you  can  do  a  quick  and  dirty  audit  on  some- 
body who  has  a  track  record,  who  has  very  sound  lending  practices, 
and  not  have  the  total  money  that  is  incurred  in  implementing  that 
audit,  implementing  the  regulation  process  that  we're  going 
through.  I  mean,  if  you  look  at  the  amount  of  resources  that  we're 
throwing  in,  in  terms  of  regulations  and  keeping  up  with  regula- 
tions— and  I  hope  that  would  be  one  of  your  goals — it's  a  never-end- 
ing battle. 

Mr.  Bowsher.  Yes. 

Mr.  Zeliff.  And  that  money  gets  passed  on  to  the  consumer  and 
the  people  who  are  paying  the  interest  on  the  loans. 

Mr.  Bowsher.  Yes.  In  the  series  of  reports  we  just  released  re- 
cently, we  looked  at  examinations,  and  we  really  think  they  can  be 
improved.  We  made  recommendations  here.  We  did  not  say  to  be 
tougher,  as  some  of  the  lobbyists  and  some  of  the  press  maybe 
characterized  it  as.  We're  not  saying  that  at  all.  We're  just  saying 
that  you  have  to  do  it  well;  you  have  to  do  it  right. 

There  are  some  areas,  like  the  controls,  that  we  think  have  to 
be  improved.  And  we  did  see  quite  a  bit  of  duplication,  so  one  of 
the  things  we  recommended  is,  let's  look  at  that  duplication  and 
see  if  that  can't  be  dealt  with,  too,  because  I  think  that  is  causing 
the  banking  and  financial  institutions  quite  a  bit  of  work. 

Mr.  Zeliff.  I  would  love  to  see  you  use  the  words  "common 
sense"  in  your  safety  and  soundness  reform. 

Thank  you,  Mr.  Chsdrman. 

Mr.  Spratt.  Thank  you,  Mr.  Zeliff. 

Mr.  Rush. 

Mr.  Rush.  Thank  you,  Mr.  Chairman. 

Mr.  Bowsher,  first  of  all,  it's  good  to  have  you  before  this  commit- 
tee. 

Mr.  Bowsher.  Thank  you. 
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Mr.  Rush.  We  certainly  appreciate  all  the  work  that  you  have 
done  and  are  doing  presently  to  help  us  get  a  grip  on  this  problem 
that  we  are  confronted  with. 

As  I  looked  at  your  statement,  I  was  a  little  surprised  that  you 
indicated  that  things  in  the  Midwest  have  been  the  least  affected 
by  reduced  bank  lending,  or  at  least  the  Midwest,  as  a  region,  has 
been  least  affected  by  reduced  bank  lending. 

When  I  juxtapose  that  statement  with  tne  reality  of  what's  hap- 
pening in  my  district,  in  regard  to  the  fact  that  we  have  such  a 
large  portion  of  missed  opportunities,  let's  say,  for  banks  to  serve 
small  businesses  and  others,  how  do  you  account  for  the  fact  that 
here  in  the  Midwest  we  have  this  strong  banking  market,  and  yet 
there  are  still  pockets,  like  in  my  district  and  other  districts 
throughout  the  Midwest,  which  have  been  actually  crippled  by  the 
lack  01  lending  and  lack  of  banking  services? 

Mr.  BowsHER.  Yes.  When  we  were  commenting  on  the  regions, 
the  New  England  area  and  California,  all  the  statistics  look  like 
they  have  the  much  more  severe  problem  with  getting  their  banks 
recapitalized.  When  we  were  looking  at  the  Midwest,  we  were  look- 
ing at  total  figures  for  the  area,  and  there  is  no  question  that  there 
are  certain  areas  within  the  Midwest  that  are  probably  just  as  bad 
as  some  of  the  others. 

I'm  sure  that  on  the  south  side  of  Chicago  with  the  unemploy- 
ment that  you  have,  and  with  many  of  the  manufacturing  compa- 
nies gone,  which  I  remember  as  being  there,  yours  is  not  as  good 
as  what  the  overall  Midwest  indicates.  So  that's  the  real  situation. 
So,  therefore,  I  think  you  have  to  get  down  below  maybe  the  fig- 
ures that  we  were  looking  at  and  start  to  deal  with  those  problems. 
Community  banking  is  one  of  them.  That's  right. 

Mr.  Rush.  Mr.  Chairman,  thank  you. 

Mr.  Spratt.  Mr.  Bowsher,  you  have  dealt  with  failed  institutions 
and  with  the  examiners.  You  have  seen  the  results  of  their  exami- 
nations over  the  last  10  years.  Do  you  think  that  the  quality  of  our 
examiners  is  adequate  to  the  task  they  are  confronted  with? 

Mr.  Bowsher.  We  think  it  could  be  improved,  as  we  said  in  these 
reports  here.  Mr.  Chairman,  if  possible,  it  might  be  good  if  at  least 
the  capping  report  could  be  put  in  the  record  for  today's  hearing. 

Mr.  Spratt.  Certainly.  If  there  is  no  objection,  we  will  make  that 
part  of  the  record. 

Mr.  Bowsher.  Thank  you. 

[U.S.  General  Accounting  Office  report  No.  GAO/AFMD-93-15, 
"Improvements  Needed  in  Examination  Quality  and  Regulatory 
Structure"  (February,  1993)  is  included  in  this  hearing  record  by 
reference.] 

Mr.  Bowsher.  But  we  think  that,  in  the  areas  of  controls,  they 
should  be  doing  a  better  job  than  what  we  saw  when  we  looked  at 
the  various  examinations  that  we  looked  at  in  our  survey.  We  also 
saw  that  the  lack  of  standardization  and  the  lack  of  consistency 
was  a  real  problem.  So  we  think  those  are  areas  that  they  should 
work  on  and  try  to  get  a  more  standard  approach  and  also  get  more 
consistency  in  coming  to  the  conclusions  that  they  are  coming  to, 
the  various  examination  teams. 

The  fact  that  there  are  different  groups  going  in  on  some  of  the 
same  institutions,  we  were  worried,  and  we  expressed  our  concern. 
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when  we  saw  that  sometimes  two  different  groups  would  be  in 
there  and  come  to  different  conclusions.  Therefore,  the  manage- 
ment, the  audit  committees,  the  board  of  directors  then  have  to 
cope  with  what  we  would  call  lack  of  consistency. 

Mr.  Spratt.  Have  you  reviewed  the  legislation  that  has  been 
filed  to  date  to  consolidate  financial  regulatory  institutions?  Do  vou 
have  any  opinion  as  to  whether  or  not  it  addresses  this  problem 
and  the  problem  of  duplication  and  inconsistency,  as  well? 

Mr.  BowsHER.  We  nave  reviewed  those  pieces  of  legislation,  and 
I  don't  want  to  be  the  architect  of  a  new  system,  but  what  I  think 
we  have  seen  in  other  countries,  as  we  have  reviewed  other  coun- 
tries, is  generally  a  pattern  where  there  is  one  supervisor,  bank  su- 
pervisor, who  does  examinations.  Then  you  have  the  central  bank 
that  plays  a  role,  especially  with  the  larger  banks  and  the  ones 
that  nave  great  foreign  operations.  And  then  you  have  the  char- 
tered accountants,  as  they  refer  to  it,  equivalent  to  our  CPA  firms. 

So  you  have  a  lot  fewer  people  trooping  through,  touching  all  the 
loan  files,  and  everything  like  that.  So  we  think  that  those  are 
some  of  the  principles  that  the  legislation  ought  to  consider.  And 
I  see  what's  happenin^^  here  is  that  one  of  the  proposals  is  to  basi- 
cally have  one  supervisor.  I  think  you  still  have  to  gfive  the  FDIC 
some  role  to  examine,  as  the  insurer.  Whether  they  need  the  role 
that  they  have  today  in  contrast  to  the  others,  I  think  that  should 
be  looked  at. 

I  also  think  that  the  proposal  that  the  Bush  administration  had 
at  one  time,  which  they  never  sent  forward  to  the  Congress,  had 
some  merit  and  ought  to  be  considered  this  time  around,  and  that 
was  where  they  were  going  to  give  the  Fed  the  larger  banks  and 
the  bank  holding  companies,  the  ones  that  have  the  big  foreign  op- 
erations and  the  foreign  deposits,  and  then  have  one  new  super- 
visory group  for  all  the  other  financial  institutions. 

So  I  think  there  is  a  combination  here  that  ought  to  be  looked 
at,  including  the  legislation  that  has  been  put  forward  now. 

Mr.  Spratt.  One  of  the  banks  that  failed  early  on  and  was  sort 
of  a  warning  signal  for  the  era  that  was  about  to  come  was  Penn 
Square. 

Mr.  BowsHER.  Right. 

Mr.  Spratt.  In  their  case,  they  generated  a  lot  of  paper  that  was 
secured  by  oil  and  gas  interests  and  then  sold  that  to  other  banks, 
from  Continental  Illinois,  I  think,  to  the  Wright  Patman  Congres- 
sional Federal  Credit  Union.  So  everybody  got  burned  by  some  of 
their  misdoings. 

But  the  question  I  have  for  you  is,  in  the  case  of  sophisticated 
lending  like  that — ^today's  example  is  the  derivatives  market — are 
the  bank  examiners  equal  to  the  job  of  understanding  complicated 
and  sophisticated  financing  like  this  and  assessing  its  quality,  its 
net  realizable  value? 

Mr.  BowsHER.  I  don't  think  there  could  be  a  more  timely  ques- 
tion, Mr.  Chairman,  on  the  derivatives,  because  the  derivatives 
have  grown  now  from  $1  trillion  in  value  up  to  $5  trillion,  and  you 
have  some  of  your  larger  institutions  in  this  country  that  are  doing 
multibillion-dollar  deals  every  day,  literally,  in  the  derivatives. 

We  have  been  visiting  with  some  of  these  larger  institutions,  and 
some  of  them  seem  to  nave  made  a  real  investment  in  their  con- 
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trols,  in  their  audits,  and  everything  like  that.  They  are  marking 
daily  from  mark  to  market,  and  they  are  really  trying  to  be  on  top 
of  it. 

At  the  same  time,  there  is  real  risk  here.  There  is  the 
counterparty  risk,  there  is  the  interest  rate  risk,  there  is  the  oper- 
ational risk,  and  so  it's  awfully  important  that  the  regulators  and 
the  CPA  firms  have  the  capability  to  review  this.  And  the  controls 
are  awfully  important.  That's  why  one  of  the  big  arguments  for 
keeping  the  safety  and  soundness  requirements  that  are  in  the 
FDIC  Improvement  Act  I  think  are  essential,  especially  for  these 
larger  institutions. 

^1  of  this,  I  think,  can  be  done  in  a  safe  and  sound  manner,  if 
you  have  proper  controls,  if  you  have  proper  audits,  and  the  talent 
has  to  be  there.  Now,  some  of  the  institutions  that  we  have  been 
meeting  with  have  been  really  beefing  up  their  own  capability  so 
their  own  management,  their  own  audit  committees,  their  own 
boards  of  directors  know  what's  going  on.  Some  of  them  have  sev- 
eral hundred  people  in  some  of  these  units. 

So  the  regulators,  when  they  come  along,  they  have  to  have  some 
very  talented  people,  and  the  same  with  the  accountants.  I  think 
what  you  have  had  is  a  situation  one  more  time  where  the  capabil- 
ity is  growing,  improving,  but  it  was  lagging  there  for  a  while.  In 
other  words,  I  think,  2  or  3  years  ago,  4  years  ago,  if  we  had  looked 
at  that  time,  I  think  we  would  have  seen  more  problems  than  what 
we  are  seeing  now. 

I  do  see  the  trend  going  in  the  right  direction,  and  some  of  the 
people  we  have  met  with  are  very  knowledgeable,  very  talented. 

Mr.  Spratt.  Do  vou  think  that  part  of  the  problem  giving  rise 
to  the  credit  crunch  is  that  the  examiners  and  regulators,  at  one 
point  in  the  1980's,  were  tending  to  the  extreme  of  laxity? 

They  were  allowing  anything  to  be  passed  as  standard  paper,  re- 
alizable on  its  face,  if  it  appeared  in  order,  if  the  loan  file  was  in 
order,  an  appraisal  was  there,  it  was  not  delinquent,  there  was  no 
red  flag  about  the  character  of  the  borrower,  everything  appeared 
to  be  in  order.  Even  though  it  really  wasn't  good  paper,  neverthe- 
less, there  was  nothing  on  the  face  of  it  that  would  alert  an  exam- 
iner. 

That  was  given  the  presumption  of  value  by  the  examiners,  and 
now  the  examiners  have  switched  to  the  opposite  extreme.  The 
pendulum  has  swung.  Anything  that  they  cannot  validate  in  the 
loan  file  with  adequate  and  well-backed  cash-flow  analyses,  with 
well-documented  collateral  appraisals,  and  what  have  you,  it  gets 
scored  as  a  substandard  loan. 

Has  the  pendulum  swung  like  this?  Is  this  part  of  the  problem? 

Mr.  BowsHER.  That  is  part  of  the  situation,  but  I  would  also  say 
that,  in  the  1980's  when  we  were  asked  to  look  at  some  of  the 
failed  banks  and  the  thrifts,  they  didn't  even  have  the  documenta- 
tion in  the  loan  files.  And  I've  checked  with  some  of  the  regulators 
and  some  of  the  CPA  firms  that  have  worked  on  the  takeovers  of 
these  situations,  and  I  know  some  of  the  private  people  who  have 
taken  over  will  tell  you  how  bad  the  documentation  was,  as  it  was 
at  Continental  Illinois  Bank,  on  the  work  that  they  did  with  Penn 
Square. 
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So  you  had  pockets  of  really  bad  situations  that  weren't  being 
acted  on.  And,  of  course,  there  was  this  g^reat  move  for  deregula- 
tion, and  not  aoing  the  exams  as  timely. 

Now,  you're  absolutely  right.  The  examiners,  and  I  think  very 
properly,  are  expecting  those  loan  files  and  documentation  to  be  in 
good  shape,  ana  they  do  go  beyond  just  looking  at  the  paper.  In 
other  words,  if  they  see  a  fullv  leased  building  over  here,  or  one 
that  is,  say,  80-  or  90-percent  leased,  then  they  also  ask  the  Ques- 
tion, '*WelI,  when  are  tne  leases  up,  and  will  these  tenants  be  leav- 
ing, or  are  they  going  to  be  able  to  renew  at  the  current  rate?" 

There  was  a  good  article  in  the  New  York  Times  recently  about 
the  Rockefeller  Center,  pointing  out  that  most  of  the  leases  in 
Rockefeller  Center  are  up  in  1994,  and  so  it's  a  real  question  now 
whether  those  people  will  stay  put,  or  will  they  be  lured  to  other 
buildings  that  are  not  fully  leased. 

I  think  that's  one  of  the  periods  that  we're  still  going  through 
here  in  our  real  estate  and  financial  institutions,  and  that's  why 
not  all  the  problems  are  behind  us,  because  this  ripple  effect  of  ev- 
erybody moving  in  the  real  estate  market  is  not  over  yet  in  most 
areas.  Here  in  Washington  I  think  is  a  good  example,  too.  You  talk 
to  anybody  in  downtown  Washington  that's  in  a  building  that  has 
a  lease  coming  up  in  the  next  year  or  two,  they  will  tell  vou  thev 
are  getting  all  kinds  of  marvelous  deals  offerea  to  them  by  build- 
ings that  are  empty  or  near-empty. 

So  sometimes  a  move  can  help  an  individual  owner,  can  help  an 
individual  loan  situation,  but  the  effect  ripples  through  your  finan- 
cial institutions.  So  that's  another  2,  3,  4,  5  years,  sometimes,  I 
think,  in  some  of  our  areas. 

But  you're  right,  they  are  looking  at  these  files  much  more  thor- 
oughly than  they  did  in  the  past. 

Mr.  Spratt.  You  warned  us,  in  the  conclusion  of  your  testimony, 
about  retaining  the  key  safety  and  soundness  rules. 

Mr.  BowsHER.  Yes. 

Mr.  Spratt.  And  you  identified,  generally,  what  those  rules  are 
in  your  opinion.  You  touched  on  capital  adequacy  rules,  and  we 
have  had  testimony  this  morning  that,  in  particular,  leverage  cap- 
ital rules  are  creating  a  problem  and  may  be  contributing  to  the 
lack  of  credit  availability. 

Do  you  have  any  opinion  about  whether  or  not  we  should  alter 
in  any  way  the  capital  requirements  of  FDICIA  and  other  rules  and 
regulations? 

Mr.  BowsHER.  I  didn't  quite  follow  all  of  that,  to  be  honest  with 
you,  what  Congressman  Kennedy  was  putting  forth.  I  want  to  look 
at  his  printed  testimony. 

Let  me  ask  Jim,  maybe,  to  talk  about  the  leverage. 

Mr.  Spratt.  Mr.  Bothwell. 

Mr.  Bothwell.  Yes.  Well,  because  of  the  record  earnings  that 
banks  have  made  over  the  past  year,  actually,  if  you  look  at  banks 
across  the  United  States,  over  90  percent  are  well-capitalized 
banks.  Now,  the  problem  that  we  have  is  that  weakly  capitalized 
banks  are  regionally  concentrated  in  New  England  and  perhaps  in 
California  as  well.  So  there  is  a  capital  problem  in  those  areas. 

Now,  how  you  address  that  is  somewhat  problematic.  Perhaps 
you  want  to  mink  of  ways  to  get  more  capital  into  those  areas  by 
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perhaps  relaxing  some  of  the  constraints  on  interstate  banking.  I 
think  we  would  be  very  leery  of  sort  of  relaxing  the  capital  require- 
ments at  this  point. 

Mr.  Spratt.  What  about  the  President's  proposals  or  other  pro- 
posals with  respect  to  the  appraisal  requirements  that  this  sub- 
committee was  fairly  instrumental  in  creating  in  the  first  place? 

Mr.  BowsHER.  We  are  still  looking  at  that  area.  I  think  some 
modification  could  be  made  there,  especially  when  the  real  estate 
is,  as  I  say,  a  backup  collateral  to  maybe  a  business  loan,  and 
things  like  that.  At  the  same  time,  there  is  no  question  that  bad 
appraisals  were  a  big  part  of  the  problem  in  the  1980's;  in  other 
words,  either  lack  of  appraisals  or  appraisals  that  were  way  over- 
stated was  a  problem. 

So  that's  an  area  I  think  we  ought  to  look  at  very  carefiilly. 
There's  no  question  that  most  of  the  people  in  the  industry  today 
are  claiming  that  that  is  an  area  that  is  adding  to  the  regulation. 

Mr.  Spratt.  Thank  you  very  much  for  your  prepared  testimony 
and  for  appearing  here  and  patiently  waiting  to  testify  today.  We 
appreciate  it,  and  we  will  be  looking  to  you  for  further  advice. 

Mr.  BowsHER.  My  chief  accountant  here  on  my  right  would  like 
me  to  add  one  more  point,  and  that  is,  on  the  President's  proposal, 
there  are  a  couple  of  statements  on  the  accounting  that  we  want 
to  look  at  very  carefully. 

Mr.  Spratt.  I  was  going  to  ask  you  if  you  had  any  concerns 
about  the  proposed  reforms  that  the  President  has  now  fielded. 

Mr.  BowsHER.  Yes.  We  applaud  those  reforms,  basically.  We 
really  think  that  they  are  going  in  the  right  direction,  trying  to 
simplify,  streamline,  and  111  use  the  words  "common  sense"  here, 
in  looking  at  it. 

But  the  words  on  the  accounting  reforms,  we're  not  quite  sure 
yet  what  they  me£in.  And  the  one  thing  we  want  to  avoid  is  going 
back  to  that  RAP  accounting  that  got  us  in  so  much  trouble  with 
the  S&L's.  And,  also,  we  don  t  want  to  put  water  back  in  these  bal- 
ance sheets.  In  other  words,  there  was  a  lot  of  water  in  the  balance 
sheets  of  these  financial  institutions  in  the  late  1980's,  and  we 
have  to  be  careful  of  not  getting  back  there. 

Mr.  Spratt.  Mr.  Zeliff  has  a  followup  question. 

Mr.  Zeliff.  I  appreciate  the  use  of  the  words  "common  sense"  in 
the  process. 

Mr.  Bowsher.  Right. 

Mr.  Zeliff.  One  quick  question:  Banking  policy,  I  would  think, 
should  be  expansionary  in  tough  times  and  contract  in  better 
times.  And  I  don't  know  how  you  do  that  by  regulation,  but  if  that's 
the  case,  you  might  just  comment  on  FIRREA  and  FDICIA  and  the 
timing  of  Doth  of  those.  Aren't  we  going  against  cross-purposes  and 
kind  of  shoveling  against  the  storm?  And  then  just  one  last  ques- 
tion: Do  you  think,  legislatively,  we  should  revisit  FDICIA? 

Mr.  Bowsher.  The  first  part  of  your  question  is,  this  period,  the 
last  3  or  4  years,  has  been,  unfortunately,  somewhat  similar  to  the 
Great  Depression.  In  other  words,  trying  to  get  out  of  a  recession 
when  your  financial  institutions  are  in  trouble  makes  it  very  dif- 
ficult. So  I  think  anything  we  can  do  to  get  our  financial  institu- 
tions back  to  a  safe  and  soimd  basis  and  get  them  so  that  they  can 
lend  more  is  really  important. 


115 

And  I  think  that  we  were  lucky.  We  had  some  programs  in  place 
that  didn't  allow  the  whole  system  to  fall  as  it  did  in  the  1930's, 
but  I  think  we  came  close  to  having  some  very  serious  problems. 
And  I  am  encouraged  very  much  now  by  the  way  the  capital  is 
bein^  rebuilt,  and  I'm  hoping  that,  as  the  economy  picks  up,  the 
lending  demand  will  pick  up. 

In  other  words,  there  is  some  debate  among  bankers  themselves 
as  to  what  is  causing  some  of  the  weakness.  And  I'm  hoping  that, 
as  the  economy  picks  up,  the  demand  will  pick  up.  And  as  the 
banks  get  healthier,  with  the  spread  that  they  have,  I'm  hoping 
very  much  that  we  will  soon  be  back  into  a  much  better  situation. 

On  whether  the  FDIC  Improvement  Act  should  be  amended, 
right  now  we're  still  looking  at  it,  but  the  one  big  plea  I  make  is 
to  make  sure  you  keep  the  important  things,  safety  and  soimdness- 
wise,  especially  for  the  larger  institutions. 

Mr.  Spratt.  Mr.  Bowsher,  thank  you  very  much.  We  have  some 
questions  for  the  record  we  would  like  to  submit,  and  so  did  Mr. 
Cox,  so  we  will  send  those  to  you. 

Mr.  Bowsher.  We  will  be  pleased. 

Mr.  Spratt.  Thank  you  very  much  for  coming.  Mr.  Chapin  and 
Mr.  Bothwell,  we  appreciate  your  appearing  also. 

The  next  panel  is  Mr.  John  P.  La  Ware,  a  member  of  the  Federal 
Reserve  Board;  Stephen  R.  Steinbrink,  who  is  the  Acting  Comptrol- 
ler of  the  Currency;  and  John  Stone,  who  is  the  Deputy  to  the 
Chairman  of  the  Federal  Deposit  Insurance  Corporation. 

Mr.  La  Ware,  we  will  turn  to  you  first.  You  have  submitted  pre- 
pared testimony,  and  we  will  make  it  part  of  the  record,  if  there 
is  no  objection.  You  can  either  read  it,  or  you  can  summarize  it,  as 
you  please.  The  floor  is  yours. 

STATEMENT  OF  JOHN  P.  LaWARE,  MEMBER,  FEDERAL 

RESERVE  BOARD 

Mr.  LaWare.  I  would  like  to  read  a  relatively  brief  summary  to 
highlight  some  of  the  things  I  think  are  most  important. 

I  am  very  happy  to  be  here  to  discuss  the  topic  of  regulatory  bur- 
den and  particularly  the  efforts  of  the  Federal  Reserve  and  the 
other  bank  regulatory  agencies  to  reduce  burden  administratively. 

The  ever-increasing  number  and  detail  of  regulatory  require- 
ments and  restrictions  have,  in  turn,  increased  tne  costs  and  re- 
duced the  availability  of  service  from  banking  institutions.  Further, 
the  aggregate  burden  frustrates  the  purpose  of  stability  and  safety 
regulations  by  driving  traditional  banking  functions  toward  alter- 
native, less  regulated  providers. 

In  an  effort  to  counter  the  trend  toward  costly  overregulation, 
the  banking  agencies  have  undertaken  initiatives  such  as  the  Reg- 
ulatory Uniformity  Project,  the  Federal  Financial  Institutions  Ex- 
amination Council's  Study  on  Regulatory  Burden  and,  most  re- 
cently, last  week's  announcement  by  the  President  of  an  inter- 
agency program  designed  to  reduce  the  cost  and  burden  of  lending, 
particularly  to  small  and  medium-sized  businesses. 

As  a  result  of  the  plan  announced  by  the  President,  all  the  bank- 
ing regulatory  agencies  will,  over  the  next  few  months,  take  actions 
in  five  areas  to  promote  greater  availability  of  credit  to  credit- 
worthy borrower.  And  I  won't  restate  those  five  because  they  have 
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been  covered  by  previous  witnesses.  We  certainly  expect  that  these 
changes  will  affect  the  willingness  of  the  banking  industry  to  lend 
to  creditworthy  borrowers,  and  the  agencies  are  working  diligently 
to  implement  them  fully. 

I  have  been  asked  by  the  subcommittee  also  to  describe  the  agen- 
cies' recently  completed  study  on  regulatory  burden.  The  study, 
which  was  mandated  by  Congress  in  section  221  of  the  Federal  De- 
posit Insurance  Corporation  Improvement  Act,  FDICIA^  required 
the  banking  agencies  and  Treasury  Department  to  identify  any  reg- 
ulatory changes  that  might  reduce  burden  without  endangering 
safety  and  soundness  or  diminishing  compliance  with  or  enforce- 
ment of  consumer  laws. 

The  report  was  completed  in  December  1992  and  filed  with  the 
Congress.  In  compiling  the  report,  the  agencies  requested  comment 
and  neld  public  hearings  on  ways  to  reduce  burden.  At  the  outset, 
the  Exam  Council  stated  that  its  intent  was  to  accept  the  statutory 
scheme  governing  financial  institutions  as  a  given  and  examine  the 
manner  in  which  the  Federal  banking  agencies  and  the  Treasury 
Department  have  implemented  that  scheme. 

Many  commentors,  as  well  as  the  agencies  themselves,  rec- 
ommended changes  which  were  within  the  jurisdiction  of  the  agen- 
cies, and  during  the  year  the  agencies  acted  on  many  of  these  sug- 
gestions. 

Interagency  working  groups  reviewed  other  specific  recommenda- 
tions for  regulatory  change  and  divided  them  into  three  categories. 
The  first  category  included  specific  sugg^estions  that  the  Exam 
Council  agreed  were  worthy  of  further  consideration. 

In  many  cases,  the  agencies  agreed  on  the  general  approach  and 
developed  a  consensus  position  regarding  a  recommendation, 
though,  in  some  cases,  an  agency  supported  a  recommendation  in 
part  or  preferred  an  alternative  approach  to  meet  the  goal  of  the 
recommendation.  In  a  few  cases,  the  agencies  felt  that  further  con- 
sideration and  possibly  some  compromise  may  be  required  in  order 
to  address  the  issues. 

Since  the  release  of  the  report,  the  agencies  have  begun  to  take 
action  on  the  recommendations,  addressing  such  topics  as  clarifying 
standards  for  loan  and  lease  losses,  developing  a  uniform  inter- 
agency policy  for  assets  sold  with  recourse,  and  instituting  unified 
call  reports  so  that  the  banking  agencies  request  the  same  informa- 
tion from  all  regulated  institutions. 

While  we  believe  that  the  study  will  have  positive  effects,  many 
of  the  public  recommendation,  as  well  as  the  actions  taken  by  the 
regulatory  agencies,  address  problems  which  are  technical  in  na- 
ture and  not  highly  significant,  in  terms  of  their  impact  on  total 
regulatory  burden.  Indeed,  significant  relief  from  regulatory  burden 
will  require  more  substantial  changes. 

Accordingly,  the  Council's  member  agencies  have  agreed  to  con- 
tinue meeting  to  identify  and  recommend  possible  statutory 
changes  to  reduce  regulatory  burden  further.  The  Council  hopes  to 
provide  a  separate  report  to  Congress  on  those  issues  by  late 
spring. 

It  is  my  view  that  what  is  now  needed  is  a  fundamental,  zero- 
based  review  of  regulation,  so  that  we  can  find  and  implement 
mechanisms  that  will  achieve  the  same  goals  of  safety  and  sound- 
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ness,  competition,  stability,  and  consumer  protection,  but  with  less 
burden  and  without  the  problems  which  accompany  the  current  ap- 
proach. New  approaches  to  regulation  which  are  more  sensitive  to 
cost/benefit  tradeoffs  must  be  sought  and  considered. 

We  should  consider,  as  well,  changes  that  can  reduce  burden  by 
reducing  regulatory  prohibitions  on  banking  activities.  As  you 
know,  me  Federal  Reserve  Board  has  long  supported  nationwide 
interstate  banking,  insurance  sales,  and  fiill  investment  banking 
powers  to  provide  the  public  the  benefits  of  wider  competition.  Ana 
it  supports  the  payment  of  interest  on  required  reserves  to  reduce 
the  costs  imposed  on  banking  institutions  as  regelated  entities. 

Because  achieving  political  consensus  may  be  difficult,  in  mv 
judgment,  an  independent,  nonpolitical  commission,  charged  witn 
exploring  possibilities  for  legislative  change,  might  be  useml.  Such 
a  commission  could  address  a  broad  range  of  banking  issues,  such 
as  regulatory  burden  and  the  competitive  position  of  U.S.  banking 
organizations,  and  offer  suggestions  and  ^idance  for  legislative 
and  regulatory  changes  to  assist  Congress  m  developing  a  specific 
legislative  agenda. 

1  look  forward  to  working  with  this  subcommittee  in  considering 
this  and  additional  proposals.  Perhaps  regulatory  relief,  like  regu- 
latory burden,  can  be  cumulative. 

[The  prepared  statement  of  Mr.  LaWare  follows:] 
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I  am   happy  to  be  here  to  discuss  the  topic  of 
regulatory  burden  and  particularly  the  efforts  of  the  Federal 
Reserve  and  the  other  bank  regulatory  agencies  to  reduce  burden 
administratively. 

The  issue  of  the  appropriate  level  of  regulation  of 
banking  organizations,  although  not  new,  recently  has  been  a 
focus  of  concern.   Banking  institutions  serve  a  vital  role  in 
determining  the  cfrowth  of  the  economy.   Consequently,  in  an 
increasingly  global  and  competitive  financial  market,  the  U.S. 
can  ill  afford  to  handicap  its  banking  institutions  —  and 
therefore  the  individuals  and  businesses  they  serve  —  with 
stifling  and  constantly  changing  rules  and  regulations.   The' 
ever-increasing  number  and  detail  of  regulatory  requirements  and 
restrictions  have  increased  the  costs  and  reduced  the 
availability  of  service  from  banking  institutions.   Further, 
aggregate  burden  frustrates  the  purpose  of  stability  and  safety 
regulations  by  driving  traditional  banking  functions  toward 
alternative,  less  regulated  providers. 

In  an  effort  to  counter  the  trend  toward  costly  over- 
regulation,  the  banking  agencies  have  worked  both  individually 
and  as  a  group  to  identify  administratively  imposed  burden  and, 
insofar  as  possible,  to  reduce  it.   These  efforts  are  represented 
in  initiatives  such  as  the  agencies'  "Regulatory  Uniformity 
Project,"  the  Federal  Financial  Institutions  Examination 
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Council's  (FFIEC)  "Study  on  Regulatory  Burden,"  and,  most 
recently,  last  week's  announcement  by  the  President  of  an 
interagency  program  designed  to  reduce  the  cost  and  burden  of 
lending,  particularly  to  small  and  medium-sized  businesses. 

Th«  Intaraganoy  Policy  Stataaant  on  Credit  Availability 

On  March  10,  the  President  announced  that  all  of  the 

banking  regulatory  agencies  will,  over  the  next  few  months,  take 

actions  in  five  areas  to  promote  greater  availability  of  credit 

to  credit-worthy  borrowers.   The  actions  to  be  taken  in  each  of 

the  areas  are  as  follows: 

Eliminate  impediments  to  small  and  medium-sized  business 
lending  by  permitting  banks  to  make  and  carry  a  basket  of 
loans  to  such  borrowers  with  minimal  documentation 
requirements.   In  addition,  guidance  will  be  issued  to  make 
it  clear  that  banks  and  thrifts,  in  making  loans  to  such 
borrowers,  particularly  those  loans  to  be  placed  in  the 
basket,  are  encouraged  to  give  important  consideration  to 
character  and  general  reputation  in  assessing  a  borrower's 
credit  worthiness. 

Reduce  appraisal  burden  and  improve  the  climate  for  real 
estate  by  altering  existing  rules  so  that  institutions 
taking  real  estate  as  "additional"  collateral  for  a  business 
loan  that  is  not  to  acquire  or  refinance  real  estate  will 
not  be  required  to  have  such  property  appraised  by  a 
certified  or  licensed  appraiser.   In  addition,  the  agencies 
will  be  re-examining  their  existing  rules  to  make  sure  that 
thresholds  below  which  formal  appraisals  are  not  needed  are 
at  reasonable  levels. 

Enhance  and  streamline  arrangements  by  which  bankers  can 
obtain  a  fair  and  speedy  review  of  complaints  about  examiner 
decisions,  while  providing  assurance  that  neither  banker  nor 
examiner  will  be  subject  to  retribution  as  a  result  of  an 
appeal. 

All  examination  processes  and  procedures  are  to  be  improved 
by  eliminating  unneeded  duplication  of  examinations  and 
increasing  coordination  of  examination  activities, 
particularly  centralizing  and  streamlining  examinations  of 
multibank  organizations.   The  agencies  have  also  agreed  to 
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heighten  emphasis  in  examinations  on  risks  to  the 
institution  and  to  issues  involving  fair  lending,  as  well  as 
to  reduce  regulatory  uncertainty  by  eliminating  ambiguous 
language  in  regulations  and  interpretations  —  and  delays  in 
publishing  regulations  and  interpretations. 

All  regulations  and  interpretations  are  to  be  reviewed 
to  find  ways  to  minimize  paper  work  and  other  regulatory 
burden. 

We  certainly  expect  that  these  changes  will  affect  the 
willingness  of  the  banking  industry  to  lend  to  creditworthy 
borrowers,  and  we  are  working  together  to  implement  them  fully. 

The  FFIBC  Study  en  Regulatory  Burden 

I  have  been  asked  by  the  Subcommittee  to  describe  the 
agencies'  recently  completed  Study  on  Recfulatory  Burden.   The 
study,  mandated  by  Congress  in  Section  221  of  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  (FDICIA) ,  required  the 
FFIEC  to  review  the  regulatory  policies  and  procedures  of  the 
banking  agencies  and  the  Treasury  Department  to  determine  whether 
they  impose  "unnecessary"  burden  on  banking  institutions,  and  to 
identify  any  revisions  that  might  reduce  burden  without 
endangering  safety  and  soundness  or  diminishing  compliance  with 
or  enforcement  of  consumer  laws.  The  FFIEC  was  directed  to 
report  its  findings  by  December  19,  1992. 

During  early  1992,  the  four  federal  banking  agencies 
and  the  Department  of  the  Treasury  undertook  extensive  internal 
reviews  of  their  policies,  procedures,  recordkeeping  and 
documentation  requirements.  In  addition,  an  interagency  task 
force  assembled  and  reviewed  the  public  comments  that  the  Federal 
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Deposit  Insurance  Corporation  (FDIC) ,  the  Office  of  the 
Comptroller  of  the  Currency  (OCC) ,  and  the  Office  of  Thrift 
Supervision  (OTS)  had  received  in  response  to  their  Spring  1992 
requests  for  comments  on  regulatory  burden.   The  FFIEC  also 
requested  and  received  public  comments  specifically  on  ways  that 
burden  might  be  reduced  and  held  public  hearings  on  this  topic  in 
Kansas  City,  San  Francisco,  and  Washington,  D.C. 

At  the  outset,  the  FFIEC  stated  its  belief  that  the 
goal  of  this  process  was  not  to  examine  and  develop  proposed 
revisions  to  the  overall  statutory  scheme  governing  financial 
institutions.   Rather,  it  appeared  to  the  Council  that  the 
Congressional  intent  was  to  accept  the  statutory  scheme  as  a 
given  and  instead  to  examine  the  manner  in  which  the  federal 
banking  agencies  and  the  Treasury  Department  have  implemented 
that  scheme  by  means  of  regulations,  policy  statements, 
procedures  and  recordkeeping  requirements. 

Many  commenters,  as  well  as  the  agencies  themselves, 
recommended  changes  which  were  within  the  jurisdiction  of  the 
agencies.   During  the  year,  the  agencies  acted  on  many  of  these 
suggestions  for  regulatory  improvement,  particularly  those 
related  to  required  reports,  examination  procedures,  and 
application  processes.   The  study  included  a  sximmary  of  those 
actions. 

Interagency  working  groups  reviewed  other  specific 
recommendations  for  regulatory  change  and  divided  them  into  three 
categories.  The  first  category  included  specific  recommendations 
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from  -the  public  and  areas  of  concern  that  the  FFIEC  agreed  were 
worthy  of  further  consideration.   In  many  cases,  the  agencies 
agreed  on  the  general  approach  and  developed  a  consensus  position 
which  is  described  in  the  study.    In  some  cases,  an  agency 
supported  a  recommendation  in  part  or  preferred  an  alternative 
approach  to  meet  the  goal  of  the  recommendation,  and  in  a  few 
cases,  the  agencies  felt  that  further  consideration  and  possibly 
some  compromise  may  be  required  to  address  the  issues. 

Other  suggestions  from  the  public  which,  after  careful 
consideration,  were  found  not  to  meet  fully  the  standards  set 
forth  in  Section  221  are  discussed  in  the  study  while  those  that 
concerned  non-Council  member  agencies  are  simply  listed.   In 
addition,  an  analysis  of  the  public  recommendations  concerning 
the  rules  implementing  the  Bank  Secrecy  Act  (BSA)  was  contributed 
by  the  Department  of  the  Treasury. 

During  the  course  of  the  study,  the  FFIEC  also  reviewed 
the  small  number  of  existing  studies  of  the  costs  of  regulation. 
Despite  methodological  and  coverage  differences,  their  findings 
are  reasonably  consistent  that  regulatory  costs  might  be  in  the 
range  of  6  to  14  percent  of  non-interest  expenses.   This  estimate 
includes  the  cost  of  deposit  insurance  premiums,  but  does  not 
include  any  measurement  of  the  opportunity  cost  of  reserve 
requirements  or  prohibited  activities.   This  range  applied  to  the 
actual  1991  non- interest  expenses  for  commercial  banks  of  $124.6 
billion  suggests  that  regulatory  costs  could  have  been  between 
$7.5  and  $17  billion  in  that  year. 


124 


In  the  weeks  since  the  study  was  submitted  to  the 
Congress,  the  agencies  have  continued  to  consider  the 
suggestions,  and  I  anticipate  that  further  action  will  be  taken 
in  the  near  tera.  However,  many  of  the  public  reconmendations  as 
well  as  the  actions  taken  by  the  regulatory  agencies  address 
problems  which  are  technical  in  nature  and  not  highly  significant 
in  terns  of  their  impact  on  total  regulatory  burden.   Indeed, 
significant  relief  from  regulatory  burden  will  require  more 
substantial  changes.   Because  legislation  is  often  very  detailed 
in  its  requirements  and  the  regulations  must  track  the  statutory 
provisions,  the  agencies  are  limited  in  their  ability  to  address 
many  provisions  trttich  impose  substantial  burdens. 

Accordingly,  the  Council's  member  agencies  have  agreed 
to  continue  meeting  to  identify  and  recommend  possible  statutory 
changes  to  reduce  regulatory  burden  further.  The  Council  hopes 
to  provide  a  separate  report  to  Congress  on  those  issues  by  late 
spring. 

■•CIO— endatloM  (or  the  rutore 

Banking  institutions  are  regulated  because  of  important 
public  policy  considerations,  and  much  of  the  regulation  arises 
ultimately  from  four  fundamental  public  policy  concerns:  bank 
safety  and  soundness,  banking  market  structure  and  competition, 
systemic  stability,  and  consumer  protection.  The  safety  and 
stability  of  the  banking  system  is  vital  to  the  economy. 
Furth«r,  it  is  difficult  to  quarrel  with  the  purposes  of 
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individual  consumer  protections.   Nevertheless,  the  aggregate 
effect  of  the  implementation  of  a  substantial  nimber  of  desirable 
policies  may  result  in  burdening  individual  banking  transactions 
to  an  unacceptable  degree. 

In  the  aggregate,  this  burden  has  become  substantial, 
raising  the  costs  of  banking  services  and  thus  encouraging  bank 
customers  to  seek  less  costly  loans  and  services  or  higher- 
yielding  investments  from  other  financial  intermediaries  that  are 
not  subject  to  the  same  regulatory  requirements  and  restrictions. 
The  movement  of  business  from  banking  institutions  to  other 
intermediaries  and  directly  to  money  and  capital  markets  may 
frustrate  the  purposes  for  which  banking  regulations  were 
adopted.   I  believe  this  burden  has  already  begun  to  threaten  the 
competitiveness  of  the  banking  industry  itself. 

What  is  needed  is  fundamental  review  of  approaches  to 
regulation  in  search  of  mechanisms  that  will  achieve  the  same 
goals  but  with  less  burden  and  without  the  problems  which 
accompany  the  current  approach.   New  approaches  to  regulation 
which  are  more  sensitive  to  cost/benefit  tradeoffs  must  be  sought 
and  considered.   In  particular,  existing  market  forces  and 
incentives  should  be  harnessed  as  ^uch  as  possible  to  achieve 
regulatory  goals,  rather  than  relying  on  micro-level  regulations 
that  eliminate  the  flexibility  that  is  important  in  a  dynamic 
industry.    We  should  consider,  as  well,  changes  that  can  reduce 
burden  by  reducing  regulatory  prohibitions  on  banking  activities. 
As  you  know,  the  Federal  Reserve  Board  has  long  supported 
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nationwide  interstats  banking,  insuranca  sales  and  full 
inveataent  banking  povers  to  provide  the  public  the  benefits  of 
wider  competition,  and  it  supports  the  payment  of  interest  on 
required  reserves  to  reduce  the  costs  imposed  on  banking 
institutions  as  regulated  entities. 

To  the  greatest  extent  possible,  banking  regulation 
should  provide  flexibility  by  tailoring  requirements  to  specific 
facts  and  circumstances  and  by  distinguishing  among  institutions 
according  to  meaningful  criteria  such  as  condition,  size,  and 
management  competence.   Regulations  that  provide  insufficient 
flexibility  can  cause  unnecessary  regulatory  burden  and  create 
inefficiencies  by  preventing  depository  institutions  from  finding 
the  most  cost-effective  means  of  complying  with  the  law  or 
regulation  and  by  impairing  the  ability  of  banking  institutions 
to  react  to  changing  market  conditions. 

These  approaches  must  be  applied  not  only  to  future 
regulatory  actions,  but  to  existing  regulations  as  well.   Efforts 
to  reduce  regulatory  burden  substantially  will  undoubtedly  raise 
difficult  questions  about  the  tradeoffs  to  be  made  between 
competing  public  policies,  much  like  the  on-going  discussion  of 
the  federal  budget.   Because  achieving  political  consensus  for 
change  may  be  difficult,  in  my  judgement,  an  independent 
nonpolitical  commission  charged  with  exploring  possibilities  for 
legislative  change  would  be  useful.   Such  a  commission  could 
address  a  broad  range  of  banking  issues,  such  as  regulatory 
burden  and  the  competitive  position  of  U.S.  banking 
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organizations,  offer  suggestions  and  guidance  for  legislative  and 
regulatory  changes,  and  assist  Congress  in  developing  a  specific 
legislative  agenda. 

Conclusion 

The  regulatory  burden  on  banking  institutions  is  large 
and  growing.   The  cumulativ*  regulatory  burden  on  the  banking 
industry  may  well  be  more  than  the  sum  of  its  parts.   This  burden 
has  grown  slowly  but  relentlessly  over  the  years,  layer  by  layer 
by  layer,  and  the  pace  of  additional  regulation  has  increased 
sharply  in  recent  years.   While  there  may  be  genuine  public 
policy  benefits  from  any  single  regulatory  proposal,  it  is 
important  to  recognize  that  the  banking  regulations  and 
prohibitions,  taken  together,  create  a  burden  that  is 
substantial,  if  not  approaching  unmanageable,  for  many 
institutions.   When  aggregated,  these  burdens  affect  the  economy 
by  reducing  the  efficiency  and  competitiveness  of  the  banking 
industry. 

Recent  actions  by  the  regulatory  agencies  and  the  plan 
announced  by  the  President  represent  important  steps  in  an 
ongoing  process  to  address  the  problem  of  regulatory  burden  on 
the  banking  industry,  and  I  look  forward  to  working  with  this 
Subcommittee  and  others  in  considering  additional  proposals. 
Perhaps  regulatory  relief,  like  regulatory  burden,  can  be 
cumulative. 


128 

Mr.  Spratt.  Thank  vou,  Mr.  La  Ware. 

If  it's  agreeable  with  the  panel  members  and  with  the  members 
of  the  committee,  we  will  move  on  with  the  testimony,  and  then  we 
will  put  questions  to  the  whole  panel. 

Mr.  Stone,  you  have  also  filed  testimony,  and  let  me  state  that, 
if  there  is  no  objection,  it  will  be  made  part  of  the  record,  and  you 
can  summarize  it,  if  you  please. 

STATEMENT  OF  JOHN  STONE,  DEPUTY  TO  THE  CHAHIMAN, 
FEDERAL  DEPOSIT  INSURANCE  CORPORATION 

Mr.  Stone.  Thank  you  very  much. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  am  pleased 
to  have  this  opportunity  to  present  the  views  of  the  Federal  De- 

Eosit  Insurance  Corporation  on  the  regulatory  burden  experienced 
y  banks  and  its  impact  on  lending  to  businesses  and  consumers. 
Triis  is  a  timely  subject,  and  we  commend  your  efforts  to  develop 
the  public  record  on  this  important  issue. 

The  connection  between  regulatory  burden  and  lending,  including 
lending  to  business  and  consumers,  is  often  quite  complicated.  In 
our  view,  the  volume  and  pace  of  lending  to  businesses  and  con- 
sumers depends  primarily  on  market  conditions,  the  demand  for 
credit  by  creditworthy  borrowers,  and  the  investment  opportunities 
and  alternatives  available  to  banks. 

It  should  be  noted  that  many  borrowers  were  weakened  by  the 
recession,  and  the  recovery  is  only  now  gaining  momentum.  Mean- 
while, banks  have  been  rebuilding  capital,  and  both  they  and  their 
loan  customers  have  been  cleaning  up  their  balance  sheets.  At  the 
same  time,  banks  have  an  historic  opportunity  to  profit  from  the 
substantial  spreads  between  their  interest  cost  and  the  yields 
available  on  Uovemment  securities  and  can  do  so  without  incurring 
serious  interest  rate  risk. 

Moreover,  having  suffered  losses  in  the  past,  especially  in  real 
estate,  many  banks  have  tightened  their  lending  standards.  While 
the  FDIC  believes  that  it  is  these  types  of  mancet  considerations 
and  bank  policy  decisions  that  are  primarily  affecting  the  pace  and 
volume  of  business  in  consumer  lending,  we  recognize  that  there 
has  been  a  significant  impact  from  the  increase  in  regulation  man- 
dated by  recent  legislation;  specifically,  the  Financial  Institutions 
Reform,  Recovery,  and  Enforcement  Act  and  the  FDIC  Improve- 
ment Act. 

It  is  possible  to  argue  that  the  burdens  and  costs  associated  with 
a  particular  regulation  are  tolerable,  since  the  regulation  provides 
important  benefits.  However,  the  cumulative  effect  of  the  substan- 
tial number  of  new  regulations  and  reporting  requirements  im- 
posed on  banks  over  the  past  20  years,  often  in  considerable  detail 
and  with  innumerable  changes,  has  resulted  in  very  heavy  costs 
and  difficult  compliance  management  problems,  particularly  for  the 
smaller  banks. 

These  costs  and  related  burdens  make  banks  less  efficient  and 
unfairly  affect  their  ability  to  compete  with  other  providers  of  fi- 
nancial services  that  are  not  similarly  burdened.  Moreover,  to  the 
extent  competition  permits,  these  costs  of  regulation  are  passed  on 
to  bank  customers  in  the  form  of  higher  rates  on  loans  or  lower 
rates  on  deposits. 
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The  FDIC  is  proceeding  on  its  own  and  in  cooperation  with  the 
other  Federal  bank  regulators  and  the  administration  to  reduce 
burden  wherever  possible.  Most  recently,  in  concert  with  the  ad- 
ministration, the  four  Federal  regulators  announced  a  program  de- 
signed to  improve  the  flow  of  credit  to  businesses  and  consumers. 
We  are  fully  committed  to  implementing  the  program  within  the 
next  90  days.  We  believe  it  is  likely  to  nave  a  positive  impact  on 
credit  availability  without  seriously  compromising  essential  safety 
and  soundness  standards. 

Central  to  the  program  is  a  desire  to  recognize  that  character 
and  reputation  are  valid  factors  in  making  credit  decisions.  Elimi- 
nating any  perceived  need  for  unnecessary  documentation  is  also 
an  important  goal. 

No  discussion  of  regulatory  burden,  in  the  broadest  sense,  would 
be  complete  without  mention  of  the  so-called  fear  factor.  TTiere  is 
a  concern  on  the  part  of  some  bankers  that  our  examiners  are  over- 
zealous  and  h)T)ercritical  in  reviewing  and  classifying  loans.  Such 
conduct,  it  is  claimed,  discourages  bankers  from  taJcing  prudent 
risks  in  lending  to  businesses  and  consumers. 

Bank  examiners  must  walk  a  difficult  tightrope.  The  past  few 
years  have  held  many  challenges  for  those  of  us  who  supervise  fi- 
nancial institutions.  Examiners  hear  conflicting  criticism  from  out- 
side the  regulatory  agencies.  FDICIA  sent  us  a  clear  message  that 
Congress  did  not  believe  we  were  doing  an  adequate  job.  This  was 
recently  echoed  by  the  General  Accounting  Office's  critical  report 
on  the  adequacy  of  examinations.  Yet  the  examiners  also  hear  that 
they  are  so  tough  and  intimidating  that  they  are  a  large  cause  of 
the  credit  crunch. 

Lending  is  a  complex  judgment  process,  and  opinions  on  credit- 
worthiness may  vary.  However,  we  are  prepared  to  state  categori- 
cally, as  a  premise,  as  we  have  on  many  occasions  in  the  past,  that 
the  FDIC  strongly  encourages  banks  under  our  supervision  to 
make  sound  loans  to  businesses,  consumers,  and  others  in  support 
of  their  local  communities  and  the  economy,  generally. 

We  believe  our  examiners  have  gotten  this  message  and  by  and 
large  are  not  making  unreasonable  documentation  demands  or 
being  especially  critical  of  business  or  other  types  of  lending. 

If  bankers  believe  that  our  examiners  are  making  unreasonable 
documentation  demands  or  are  being  hypercritical  in  their  review 
of  loans,  we  encourage  the  bankers  to  first  attempt  to  demonstrate 
to  the  particular  examiner  and,  if  unsuccessful,  to  take  the  matter 
up  with  our  regional  staff.  If  our  examiners  are  being  overzealous 
and  unreasonable,  we  want  to  know  about  it,  and  we  will  correct 
it  promptly. 

To  conclude  on  a  positive  note,  we  might  observe  that,  although 
overall  commercial  and  industrial  lending  to  U.S.  borrowers  de- 
clined in  1992,  the  fourth  quarter  of  1992  showed  a  modest  $776 
million  increase  after  10  consecutive  quarters  of  decline.  We  hope 
this  trend  reversal  signals  continuing  improvement  for  the  econ- 
omy and  future  lending  to  business. 

We  intend  to  do  our  best  as  a  regulator  to  eliminate  any  unneces- 
sary impediments  to  business  lending  and  to  clear  up  any  unwar- 
ranted concerns  that  our  examiners  are  unreasonable  in  their  ap- 
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E roach  or  demands  and  thereby  discourage  lending  to  creditworthy 
orrowers. 

This  concludes  my  formal  testimony.  I  would  be  pleased  to  re- 
spond to  any  questions  members  of  the  subcommittee  may  have. 
[The  prepared  statement  of  Mr.  Stone  follows:] 
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Hv.   Chairman  and  Meabers  of  thtt  SubcoBaittee ,  I  am  pleased 
to  have  this  opportunity  to  present  the  views  of  the  Federal 
Deposit  Insurance  Corporation  (FDIC)  on  the  regulatory  burden 
experienced  by  banks  and  its  impact  on  lending  to  businesses  and 
consumers.   He  believe  this  is  a  timely  subject  and  commend  your 
efforts  to  develop  the  public  record  on  this  important  issue. 

The  connection  between  regulatory  burden  and  lending, 
including  lending  to  business  and  consumers,  is  often  quite 
complicated.   In  our  view,  the  volume  and  pace  of  lending  to 
businesses  and  consumers  depends  primarily  on  market  conditions 
—  the  demand  for  credit  by  creditworthy  borrowers  and  the 
investment  opportunities  and  alternatives  available  to  banks.   It 
should  be  noted  that  many  borrowers  were  weakened  by  the 
recession  and  the  recovery  is  only  now  gaining  momentum. 
Meanwhile,  banks  have  been  rebuilding  capital  and  both  they  and 
their  loan  customers  have  been  cleaning  up  their  balance  sheets. 
At  the  same  time,  banks  have  an  historic  opportunity  to  profit 
from  the  substantial  spreads  between  their  interest  costs  and  the 
yields  available  on  government  securities  and  can  do  so  without 
incurring  serious  interest  rate  risk.  Moreover,  having  suffered 
losses  in  the  past,  especially  in  real  estate,  many  banks  have 
tightened  their  lending  standards. 

While  the  FDIC  believes  that  it  is  these  types  of  market 
considerations  and  bank  policy  decisions  that  are  primarily 
affecting  the  pace  and  volume  of  business  and  consumer  lending. 
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we  recognize  that  there  has  been  a  significant  impact  from  the 
increase  in  regulation  mandated  by  recent  legislation  — 
specifically,  the  Financial  Institutions  Reform,  Recovery  and 
Enforcement  Act  (FIRREA)  and  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  (FDICIA) . 

FDICIA,  in  particular,  restructured  the  way  in  which  insured 
depository  institutions  are  regulated  and  supervised  by  the 
federal  regulators.   It  established  a  comprehensive  and  far 
reaching  regulatory  approach  geared  to  the  capital  levels  of 
insured  depository  institutions.   The  federal  regulatory  agencies 
have  largely  completed  their  work  in  preparing  implementing 
regulations,  rules  and  guidelines  for  this  effort.   In  doing  so, 
we  believe  the  regulators  have  been  sensitive  to  the  need  to 
minimize  the  burden  on  depository  institutions  while  remaining 
faithful  to  the  intent  of  Congress  in  enacting  the  underlying 
statutory  provisions.   The  agencies  only  now  are  beginning  to 
accumulate  some  actual  experience  under  this  new  regimen  and  we 
believe  it  would  be  premature  and  inadvisable  to  change  the  basic 
approach  in  any  significant  way. 

The  basic  safety  and  soundness  approach  of  FDICIA,  which 
largely  codifies  prior  supervisory  practice,  establishes  clear 
benchmarks  and  consequences  for  both  depository  institutions  and 
the  regulators.   We  believe  this  new  regulatory  approach  should 
be  given  time  to  prove  its  worth. 
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However,  we  have  serious  reservations  about  the  cost/benefit 
tradeoffs  in  sone  areas  such  as  attestation  requireaents 
regarding  internal  controls  and  new  regulations  regarding  bank 
operational  standards.  As  our  testiaony  discusses  in  greater 
detail  below,  we  believe  sose  of  these  areas  may  require 
adjustaents  or  changes. 

Capital  Requirements 

Some  have  argued  that  the  new  capital  requirements  under  the 
prompt  corrective  action  provisions  of  FDICIA  are  a  regulatory 
constraint  on  lending.   Under  these  provisions,  well  capitalized 
banks,  defined  as  those  institutions  with  total  risk-based 
capital  of  10  percent  or  more,  Tier  1  (essentially,  equity)  risk- 
based  capital  of  6  percent  or  more  and  a  leverage  capital  ratio 
of  5  percent  or  more,  may  conduct  their  lending  and  other  banking 
activities  largely  without  constraint  based  on  their  capital 
levels.   Adequately  capitalized  banks,  defined  as  those 
institutions  that  meet  the  minimum  risk-based  and  leverage 
standards  prescribed  by  their  principal  federal  regulator,  are 
similarly  unconstrained  except  for  their  ability  to  accept 
brokered  deposits.   Undercapitalized  banks,  significantly 
undercapitalized  banks  and  critically  undercapitalized  banks  are 
subject  to  progressively  more  stringent  regulatory  and 
supervisory  constraints  on  their  activities.   In  the  FDIC's  view, 
this  regulatory  approach  has  created  an  appropriate  incentive  for 
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institutions  to  increase  and  maintain  their  capital  at  least  at 
the  minimiin  levels  necessary  to  qualify  as  well  capitalized. 

At  the  end  of  1992,  11,361  or  95.8  percent  of  all  banks 
qualified  as  well  capitalized.   These  banks  held  87.3  percent  of 
all  assets  in  the  banking  system.   An  analysis  by  our  research 
staff  reveals  that  these  well  capitalized  banks  have  sufficient 
capital  to  support  asset  growth  approximating  $500  billion  and 
still  meet  the  minimum  capital  requirements  for  well  capitalized 
institutions.   While  we  would  not  advocate  that  such  banks 
operate  at  the  minimum  levels  and  any  additional  asset  growth 
would  have  to  include  a  mix  of  cash  and  securities  as  well  as 
loans,  a  figure  of  that  magnitude  demonstrates  that  there  is 
lending  capacity  in  the  banking  system  that  is  not  constrained  by 
regulatory  capital  requirements.   This  analysis,  moreover, 
ignores  securities  holdings  of  well  capitalized  banks  which  could 
be  liquidated  to  further  increase  lending.   In  short,  there  is 
liquidity  in  the  banking  industry  and  it  is  in  a  position  to  lend 
to  all  types  of  borrowers,  including  small  businesses  and 
consumers,  to  a  much  greater  extent. 

Those  banks  that  are  not  adequately  or  well  capitalized  may 
constrain  their  asset  growth,  including  lending,  as  a  means  of 
improving  their  capital  ratios.   We  view  this  as  a  legitimate 
strategy  under  the  circumstances  regardless  of  its  constraining 
impact  on  lending.   The  lessons  of  the  past  suggest  that  we  must 
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never  again  permit  excessive  and  high  risk  lending  by 
undercapitalized  institutions  to  jeopardize  the  safety  of  the 
Bank  Insurance  Fund  or  place  taxpayers  at  risk. 

Regulatory  Burden 

Certain  types  of  regulatory  burden  have  a  clear  and  direct 
impact  on  the  lending  process.   For  exeunple,  regulations 
governing  real  estate  lending  require  appraisals  by  licensed  or 
certified  appraisers  of  all  properties  securing  loans  over 
$100,000.   The  appraisal  requirement  directly  impacts  the  lending 
process  by  imposing  costs  and  delays  on  borrowers  and  lenders. 
Despite  this  impact  on  the  lending  process,  we  have  no  evidence 
indicating  that  the  volume  of  real  estate  lending  has  been 
significantly  reduced  as  a  result  of  the  appraisal  requirement. 
Available  data  indicates  that  during  1992,  commercial  banks 
increased  1-4  family  real  estate  loans  by  $30  billion,  nonfarm 
nonresidential  loans  by  $7.9  billion  and  home  equity  lines  by  $3 
billion.   The  data  suggests  that  banks  may  be  absorbing  some 
regulatory  costs  or  passing  them  along  to  borrowers  without 
curtailing  the  type  of  lending  that  would  permit  them  to  avoid 
those  costs  entirely.   Although  loans  for  real  estate 
construction  and  development  declined  by  $24  billion  during  the 
year,  this  can  be  attributed  more  to  demand  factors  such  as 
excess  commercial  real  estate  inventories  in  major  markets  rather 
than  the  appraisal  requirements. 


137 


6 

Other  types  of  regulatory  burden  are  more  diffuse  and 
indirect  in  their  impact  on  bank  lending.   This  category  includes 
the  various  consumer  protection  and  certain  paperwork  aspects  of 
fair  lending  laws  that  complicate  and  add  additional  costs  to  the 
lending  process.   Reducing  these  costs  would  presumably  make  the 
associated  lending  more  profitable  and  less  costly  to  consumers. 
However,  consumer  protection  laws  represent  priorities  other  than 
cost  and  efficiency.   In  addition,  it  is  difficult  to  state  with 
certainty  that  reducing  these  costs  would  necessarily  translate 
into  additional  lending. 

It  is  possible  to  argue  that  the  burden  and  costs  associated 
with  a  particular  regulation  are  tolerable  since  the  regulation 
provides  important  benefits.   However,  the  cvimulative  effect  of 
the  substantial  number  of  new  regulations  and  reporting 
requirements  imposed  on  banks  over  the  past  twenty  years,  often 
in  considerable  detail  and  with  innumerable  changes,  has  resulted 
in  very  heavy  costs  and  difficult  compliance  management  problems, 
particularly  for  smaller  banks.   These  costs  and  related  burdens 
make  banks  less  efficient  and  unfairly  affect  their  ability  to 
compete  with  other  providers  of  financial  services  that  are  not 
similarly  burdened.   Moreover,  to  the  extent  competition  permits, 
these  costs  of  regulation  are  passed  on  to  bank  customers  in  the 
form  of  higher  rates  on  loans  and  lower  rates  on  deposits. 
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Reducing  the  Burden 

The  FDIC  is  proceeding  on  its  own  amd  in  cooperation  with 
the  other  federal  bank  regulators  and  the  Administration  to 
reduce  burden  wherever  possible.   The  FDIC  participated  in  a 
study  mandated  by  section  221  of  FDICIA  to  identify  unnecessary 
burdens  imposed  by  the  federal  regulators  on  insured  depository 
institutions.   A  report  on  that  study  was  submitted  to  the 
Congress  in  December  1992  and  the  FDIC  has  already  taken  a  number 
of  steps  to  eliminate  or  reduce  burden.   A  description  of  these 
steps  is  included  as  Attachment  A  to  our  testimony. 

In  addition,  the  FDIC  is  continuing  to  work  with  the  other 
federal  regulators  to  identify  possible  statutory  changes  which 
the  regulators  can  recommend  to  Congress  to  reduce  burden.   These 
recommendations  should  be  available  in  late  Spring. 

Also,  in  concert  with  the  Administration,  the  four  federal 
regulators  announced  on  March  10  a  program  designed  to  improve 
the  flow  of  credit  to  businesses  and  consumers.   We  are  fully 
committed  to  implementing  that  program  within  the  next  90  days. 
We  believe  it  is  likely  to  have  a  positive  impact  on  credit 
availability  without  seriously  compromising  essential  safety  and 
soundness  concerns.   Central  to  the  program  is  a  desire  to 
recognize  that  character  and  reputation  are  valid  factors  in 
making  credit  decisions.   Eliminating  any  perceived  need  for 
unnecessary  documentation  is  also  an  important  goal. 
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In  this  regard,  we  are  already  preparing  regulatory  language 
to  clarify  when  an  appraisal  is  needed  where  real  estate  is  taken 
as  side  collateral  for  a  business  loan  out  of  an  abundance  of 
caution.   Since  real  estate  is  often  taken  as  additional 
collateral  for  a  business  loan,  eliminating  any  misperceptions 
about  when  an  appraisal  is  required  should  prove  quite  helpful. 
A  copy  of  the  Interagency  Policy  Statement  on  Credit 
Availability,  which  describes  other  proposed  actions  by  the  bank 
regulators,  is  found  in  Attachment  B  to  this  testimony. 

The  FDIC  has  no  explicit  documentation  requirements  for 
business  loans.   Historically,  our  examiners  have  relied  on 
whatever  information  and  documentation  bankers  obtained  in  order 
to  make  their  own  credit  judgment  regarding  the  borrower  and 
repayment  prospects.   As  loans  become  ''.arger  and  more  complex, 
bankers  normally  require  more  information  and  documentation. 
This  is  necessary  for  internal  purposes  to  support  the  loans 
before  lending  and  executive  committees  or  boards  of  directors 
which  must  approve  the  loans.   This  is  good  banking  practice 
which  we  expect  will  not  change  in  well  managed  banks  intent  on 
undertaking  prudent  lending  risks  while  preserving  their 
stockholder's  capital. 

On  occasion,  oiir  examiners  may  criticize  a  bank  for  lack  of 
documentation  when  they  believe  there  is  insufficient  information 
available  in  the  files  to  madce  an  appropriate  credit  judgment. 
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While  we  believe  the  character  of  a  borrower  is  certainly  an 
important  element  in  every  lending  decision,  capacity  for 
repayment  is  equally  important  and  some  degree  of  reasonable 
documentation,  depending  on  the  type,  size  and  complexity  of  the 
loan,  is  necessary  to  demonstrate  that  capacity.   However,  we 
will  continue  to  work  to  avoid  leaving  any  impression  that 
excessive  or  unnecessary  documentation  is  required  merely  to 
satisfy  our  examiners. 

Legislative  Initiatives 

In  addition  to  the  proposals  announced  by  the  regulators,  a 
number  of  legislative  initiatives  have  been  introduced  in  recent 
months  to  address  the  issue  of  regulatory  burden.   We  will 
continue  to  work  closely  with  Congress  to  identify  and  develop 
initiatives  to  reduce  the  regulatory  burden.   While  the  FDIC  has 
not  taken  a  formal  position  regarding  any  of  these  bills,  we 
believe  that  there  are  certain  changes  in  the  current  law  that 
could  be  especially  beneficial. 

The  FDIC  believes  that  section  132  of  FDICIA,  which 
requires  the  agencies  to  adopt  standards  relating  to  internal 
controls,  loan  documentation,  credit  underwriting,  interest  rate 
exposure,  asset  growth  and  management  compensation,  should  be 
repealed  or  changed  to  give  the  regulators  discretionary 
authority  since  the  effect  of  such  standards  may  be  overly 
constraining  and  inflexible  and,  as  a  consequence,  adversely 
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impact  credit  availability.   Although  the  goals  of  these 
statutory  mandates  may  be  laudable,  they  contemplate  activities 
that  good  managers  already  perform.   In  addition,  they  apply  to 
all  banks  without  regard  to  size  or  past  performance.   It  is  very 
difficult  to  draft  regulations  that  provide  sufficient 
specificity  to  institutions  to  help  them  fully  comply  with  the 
law  while  being  general  enough  that  we  are  not  micromanaging  the 
bank. 

In  addition,  Congress  might  want  to  review  the  appraisal 
requirements  prescribed  in  FIRREA.   This  Subcommittee  played  a 
prominent  role  in  developing  those  provisions.   While  we  are 
working  on  regulatory  changes  in  this  area,  Congress  might  also 
want  to  consider  limiting  their  application  to  better  focus  on 
the  abuses  that  prompted  their  development. 

Bank  Examinations 

No  discussion  of  regulatory  burden  in  the  broadest  sense 
would  be  complete  without  mention  of  the  so-called  "fear"  factor. 
This  is  a  concern  on  the  part  of  some  bankers  that  our  examiners 
are  overzealous  and  hypercritical  in  reviewing  and  classifying 
loans.   Such  conduct  it  is  claimed  discourages  bankers  from 
taking  prudent  risks  in  lending  to  businesses  and  consumers. 

Bank  examiners  must  walk  a  difficult  tightrope.   The  past 
few  years  have  held  many  challenges  for  those  of  us  who  supervise 
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financial  institutions.   Examiners  hear  conflicting  criticism 
from  outside  the  regulatory  agencies.   FDICIA  sent  the  clear 
message  that  Congress  did  not  believe  ve  were  doing  an  adequate 
job.   This  was  recently  echoed  by  the  General  Accounting  Office's 
critical  report  on  the  adequacy  of  examinations.   Yet,  the 
examiners  also  hear  that  they  are  so  tough  and  intimidating  that 
they  are  a  large  cause  of  the  credit  crunch. 

Lending  is  a  complex  judgment  process  and  opinions  on 
creditworthiness  may  vary.   However,  we  are  prepared  to  state 
categorically  as  a  premise,  as  we  have  on  many  occasions  in  the 
past,  that  the  FDIC  strongly  encourages  banks  under  our 
supervision  to  make  sound  loans  to  businesses,  consumers  and 
others  in  support  of  their  local  communities  and  the  economy 
generally.   We  believe  our  examiners  have  gotten  this  message  and 
by-and-large  are  not  making  unreasonable  documentation  demands  or 
being  especially  critical  of  business  or  other  types  of  lending. 
However,  it  is  important  to  remember  that  banks  are  not  venture 
capital  firms  and  do  not  participate  in  the  upside  potential  of  a 
business.   As  highly  leveraged  lenders,  they  cannot  afford  many 
losses  and  must  have  reasonable  assurance  of  repayment.   Our 
examiners  recognize  this  and  expect  no  more  than  reasonable 
assurance  of  repayment  when  reviewing  loans  and  assessing  the 
overall  condition  of  a  bank  under  examination. 

If  bankers  believe  that  our  examiners  are  making 
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unraasonabltt  docuaentation  d«Bands  or  ar«  teing  hypercritical  in 
their  review  of  loans,  we  encourage  the  bankers  to  first  attenpt 
to  deaonstrate  that  to  the  particular  exaainer  and,  if 
unsuccessful,  to  take  the  Batter  \xp  with  our  regional  staff.  If 
our  exasiners  are  being  overzealous  and  unreasonable,  we  want  to 
know  about  it  and  we  will  correct  it  proaptly. 

Conclusion 

To  conclude  on  a  positive  note,  we  might  observe  that 
although  overall  commercial  and  industrial  lending  to  U.S. 
borrowers  declined  in  1992,  the  fourth  quarter  of  1992  showed  a 
modest  $776  million  increase  after  ten  consecutive  quarters  of 
decline.   We  hope  this  trend  reversal  signals  continuing 
improvement  for  the  economy  and  future  lending  to  business.   We 
intend  to  do  our  best  as  a  regulator  to  eliminate  any  unnecessary 
impediments  to  business  lending  and  to  clear  up  any  unwarranted 
concerns  that  our  examiners  are  unreasonable  in  their  approach  or 
demands  and  thereby  discourage  lending  to  creditworthy  borrowers. 

This  concludes  my  formal  testimony.   I  would  be  pleased  to 
respond  to  any  questions  Members  of  the  Subcommittee  may  have. 
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AHACHMENT  A 


Federal  Deposit  Insurance  Corporation  " 

By  memoranduin  dated  January  28,  1992,  President  Bush  requested  the  major  federal 
regulatory  agencies  to  set  aside  a  90-day  period  to  'weed  out  unnecessary  and  burdensome 
government  regulations,  which  impose  needless  costs  on  consumers  and  substantially  impede 
economic  growth.*   Each  federal  regulatory  agency  was  requested  to  evaluate  existing 
regulations  and  programs  and  to  identify  and  eliminate  any  unnecessary  regulatory  burden. 

The  Federal  Deposit  Insurance  Corporation  (FDIQ  solicited  public  and  industry  comment 
through  publication  of  a  request  for  conunent  in  the  Federal  Register  and  through  a  Financial 
Institutions  Letter  sent  to  all  FDIC-supervised  institutions.  In  addition,  the  FDIC  requested 
and  received  comment  from  its  regional  and  field  office  staff.  To  comply  with  the  President's 
request,  the  FDIC  created  a  Regulatory  Review  Committee  comprised  of  high  ranking 
officials  from  separate  functional  areas  within  the  FDIC.   After  evaluating  each  regulation, 
policy  statement,  and  program,  the  Committee  identified  modifications  that  could  be  made 
without  compromising  safety  and  soundness  or  consumer  protection  and  made  various 
recommendations  for  initiatives  aimed  at  reduction  of  unnecessary  regulatory  burden. 

Since  passage  of  FDICIA  the  FDIC  has  taken  a  number  of  steps  to  reduce  regulatory 
burden  and  promote  growth  in  a  broad  variety  of  areas.   With  respect  to  real  estate  appraisals, 
die  FDIC  approved  an  increase  from  SSO,000  to  $100,000  in  the  threshold  amount  below 
which  a  real  estate  appraisal  is  not  required  and  exempted  loans  that  finaiKe  the  purchase  of 
real  estate,  but  are  iK>t  secured  by  real  estate.   As  authorized  by  the  Dtposnory  Institutions 
Disaster  Relief  Act  of  1992,  the  FDIC  and  the  other  agencies  that  comprise  the  FFIEC 
published  a  statement  and  order  authorizing  certain  temporary  exceptions  to  the  real  estate 
appraisal  rules  in  majpr  disaster  areas  when  the  exertions  would  facilitate  recovery  from  the 
disaster  and  would  not  be  inconsistent  with  safety  and  soundness. 
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The  FDIC  adopted  a  final  rule  amending  its  procedural  regulations  to  delegate  to  the 
Director  of  the  Division  of  Supervision  or  his  designee  the  authority  to  approve  'Oakar' 
transactions  under  section  5(dX3)  of  the  Federal  Deposit  Insurdice  ^ct  (FDI  Act).  Thus,  the 
same  individual  would  approve  both  the  Oakar  application  and  the  Bank  Merger  Act 
application.  In  addition,  rather  than  requiring  the  filing  of  a  separate  applicatipn.  the  FDIC 
prescribed  that  requests  for  approval  should  be  submitted  by  attaching  a  transmittal  letter  to 
the  merger  application  stating  that  the  transaction  fdls  within  section  S(d)(3)  of  the  FDI  Act 
and  that  the  transaction  will  not  result  in  the  transfer  of  insurance  for  any  deposits  from  one 
deposit  insurance  fund  to  another. 

The  FDIC  also  adopted  a  policy  statement  announcing  that  the  FDIC  consents  to 
foreclosure  on  Corporation  property  by  holders  of  voluntary  liens  where  the  FDIC's  interest 
in  a  property  is  not  of  record.  This  statement  relieves  affected  parties  of  the  burden  of 
obtaining  the  FDIC's  consent  prior  to  foreclosure. 

In  addition,  the  FDIC  adopted  a  policy  statement  that  permits  institutions  to  append  a 
copy  of  an  application  to  a  chartering  authority  to  the  FDIC  application  for  deposit  insurance 
thus  relieving  institutions  of  the  burden  of  unnecessary  paperwork. 

In  accordance  with  the  Regulatory  Review  Committee's  recommendations,  the  FDIC 
recommended  that  the  FFIEC  modify  or  rescind  outdated  or  superseded  policy  statemems  on 
disclosure  of  statutory  enforcement  actions,  interagency  coordination  of  formal  corrective 
action,  interagency  policy  regarding  assessment  of  civil  money  penalties,  and  Community 
Reinvestmem  Act  (CRA)  infonnacion  statements. 

In  the  legislative  area,  the  FDIC  wrote  legislative  language  that  would  promote  die 
reduction  of  regulatory  burden.  Hie  FDIC  wrote  legislative  language  amending  section  7  of 
the  FDI  Aa  to  wtfaoritt  the  FDIC  lo  calculate  insurance  assessmenu  based  oo  reports  of 
condition  and  income  dau  firon  ao  earlier  assessment  period.  This  would  fadlimt 
preparation  by  the  FDIC  of  pcdiminaiy  certified  statemems  for  insured  instiiutioos. 

At  the  request  of  Cot^ressmaa  Bereuier.  the  FDIC  wrote  IcfislKive  laqguage  to  reduce 
regulatory  burden  HVK\iitii4  with  a  number  of  statutes  including  the  Truth  in  Lending  Act. 
the  CRA.  and  the  Home  Moftgate  Disclosure  Act  (HMDA).  Hie  FDIC  wrote  legislative 
language  that  would  diraiiuic  the  three-day  rescissioQ  period  under  the  Trtfh  in  Leading  Act 
for  credH  transactions  by  "tophisticaiad  customcn.*  Tte  FDIC  also  wrote  legislative 
language  to  exempt  wholesale  and  special  purpose  banks  from  the  CRA.  Funher.  the  FDIC 
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wrote  legislative  language  to  extend  the  exemption  from  HMDA  to  institutions  with  assets  of 
less  than  $25  million  fix>m  institutions  with  assets  of  less  than  $10  million. 

The  FDIC  and  the  other  federal  banking  agencies  considered  die  reluctance  of  lenders,  in 
some  cases,  to  extend  credit  to  sound  borrowers  and  determined  that  the  supervisory 
definition  of  'highly  leveraged  transactions*  (HLT)  had  largely  accomplished  iu  purposes. 
Accordingly,  the  FDIC  and  die  other  federal  banking  agencies  published  a  Federal  Register 
notice  discontinuing  die  HLT  definition  and  die  requirement  to  report  HLT  exposure  after 
June  30.  1992. 

To  improve  coordination  and  communication  between  external  auditors  and  federal 
examiners  and  thereby  to  alleviate  burden,  the  FDIC  and  the  odier  federal  banking  agencies 
issued  a  policy  statement  regarding  scheduling,  copies  of  reports,  and  meetings. 

Under  the  auspices  of  the  FFIEC.  each  federal  banking  agency  committed  to  announce  all 
rq>orting  changes  that  will  take  effect  the  following  year  prior  to  the  end  of  each  year,  except 
for  certain  rq>orting  changes  necessitated  for  safety  and  soundness,  insurance  assessment,  or 
other  regulatory  reasons. 

With  respect  to  the  CRA.  the  FDIC  and  the  other  federal  banking  agencies  adopted 
examination  procedures  and  clarified  their  expectations  regarding  recordkeeping  and 
documentation.  The  new  guidance  emphasizes  that  CRA  performance  is  based  on  meeting 
community  credit  needs  and  not  on  maintenance  of  documentation. 
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AnACHMEMT  B 


Office  of  the  Comptroller  of  the  Currency 

Joint  Release  Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 


Office  of  Thrift  Supervision 


(PR  20-93) 

InterBgency  Policy  Statement  on 
Credit  Availability 

March  10.  1993 

The  four  federal  regulators  of  banks  and  thrifts  —  the  Office  of  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the 
Federal  Reserve  System,  and  the  Office  of  Thrift  Supervision  —  today  announced  a 
program  directed  at  dealing  with  problems  of  credit  availability,  especially  for  small  and 
medium-sized  businesses. 

The  program  will  focus  on  the  five  areas  in  which  the  agencies  will  take  action  designed 
to  alleviate  the  apparent  reluctance  by  banks  and  thrifts  to  lend    Those  areas  are 

Lending  to  Small-  and  Medium-sized  Businesses 

Real  Estate  Lending  and  Appraisals 

Appeals  of  Examination  Decisions  and  Complaint  Handling 

Examination  Processes  and  Procedures 

Paperwork  and  Regulatory  Burden 

The  agencies  intend  to  complete  virtually  all  of  the  changes  proposed  in  the  program 
within  the  next  few  months  As  the  specifics  of  any  change  are  finalized,  that  change  will 
be  made  and  published  vs^ile  details  of  other  changes  are  in  the  process  of  being 
finalized 

A  complete  statement  about  the  actions  the  agencies  have  planned  is  attached.  The 
statement  reaffirms  the  agencies'  belief  that  it  is  in  the  interest  of  lenders,  borrowers  and 
the  general  public  diat  creditworthy  borrowers  have  access  to  credit 

This  policy  statement  will  be  distributed  to  all  federally  examined  banks  and  thrifts 
and  to  all  regulatory  agency  offices  and  examiners. 

[The  full   text  of  the  Policy  Statement  appears  in  the  appendix  to  this  hearing.] 
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Mr.  Spratt.  Thank  you,  Mr.  Stone. 

Mr.  Steinbrink,  I  believe  you  also  have  prepared  testimony,  and, 
without  objection,  we  will  make  it  part  of  tne  record. 
Mr.  Steinbrink.  That's  right.  Thank  you. 

STATEMENT  OF  STEPHEN  R.  STEINBRINK,  ACTING  COMP- 
TROLLER, OFFICE  OF  THE  COMPTROLLER  OF  THE  CUR- 
RENCY,  ACCOMPANIED  BY  DONALD  G.  COONLEY,  CHIEF  NA- 
TIONAL BANK  EXAMINER 

Mr.  Steinbrink.  Thank  you,  Mr.  Chairman. 

I'm  here  today  to  discuss  the  regulatory  burdens  experienced  bv 
financial  institutions  in  lending  to  businesses  and  consumers.  Witn 
me  is  Chief  National  Bank  Examiner  Donald  G.  Coonley.  I  have 
submitted  a  written  statement  for  the  record,  and  I  will  briefly 
summarize  that  statement  this  morning. 

As  the  agency  responsible  for  supervising  national  banks,  the 
OCC  is  vitally  interested  in  how  the  current  level  of  regulation  af- 
fects banks'  ability  to  provide  services.  Effective  supervision  and 
regulation  of  the  banking  industry  is  essential  to  the  public  inter- 
est. Banks  perform  critical  functions  in  the  U.S.  economy — ^holding 
federally  insured  deposits,  serving  as  intermediaries  between  bor- 
rowers and  savers,  acting  as  part  of  the  payments  mechanism,  and 
facilitating  monetary  policy. 

Bank  regulation  also  has  important  social  objectives.  These  in- 
clude maintaining  the  safety  and  soundness  of  the  banking  system, 
serving  the  credit  needs  of  the  American  public,  and  protecting  the 
interests  of  bank  customers. 

Let  me  emphasize,  as  the  President  did  last  week,  that  nothing 
we  do  to  reduce  regulatory  burden  should  in  any  way  compromise 
the  safety  and  soundness  of  the  banking  system.  No  one  wants  to 
repeat  the  experiences  of  the  last  5  years. 

At  the  same  time,  while  bank  regulation  delivers  valuable  bene- 
fits, those  benefits  are  not  free.  When  taken  individually,  new  regu- 
lations mandated  by  statute  may  not  seem  overly  burdensome,  but 
the  resulting  cumulative  burden  of  regulation  may  impair  the 
banks'  ability  to  meet  the  needs  of  their  customers.  Some  people 
argue  that  excessive  regulation  may  also  reduce  credit  availability 
by  requiring  banks  to  use  funds  that  could  otherwise  support  loans 
to  pay  for  compliance  costs  and  by  creating  an  environment  in 
which  bankers  are  overly  cautious  about  making  new  loans. 

Whatever  the  cause,  problems  with  the  availability  of  credit  over 
the  last  few  years  have  been  especially  significant  for  small  and 
medium-sized  businesses  and  farms.  That  result  is  particularly  un- 
fortunate because  small  and  medium-sized  businesses  generate 
new  jobs  and  increase  productivity  in  the  economy. 

But  small  businesses  rely  heavily  on  bank  loans  to  obtain  operat- 
ing capital  and  financing  for  expansion.  Even  profitable  small  busi- 
nesses with  excellent  credit  history  or  startup  companies  with  ex- 
cellent prospects  may  find  it  diflScult  to  succeed  when  they  are  de- 
nied access  to  credit  because  of  the  economic  and  regulatory  cli- 
mate. 

Over  the  past  several  years,  the  OCC  has  been  working  to  imple- 
ment regulations  in  a  way  that  will  minimize  the  regulatory  bur- 
den on  national  banks  without  compromising  the  safety  and  sound- 


149 

ness  of  the  banking  system.  In  addition,  we  have  reviewed  our  reg- 
ulations to  identify  rules  that  can  be  modified  or  eliminated  with- 
out threatening  bank  safety  and  soundness.  My  written  statement 
describes  these  efforts. 

In  the  time  remaining,  I  was  prepared  to  go  over  President  Clin- 
ton's program  to  alleviate  credit  availability  problems.  But  I  think 
it  has  been  fairly  thoroughly  discussed  this  morning,  and  I  would 
be  happy  to  answer  any  questions  about  individual  elements  of  it. 

In  conclusion,  I  would  say  that  the  agencies  are  all  working  to 
develop  common  standards  for  determining  when  delinquent  loans 
should  be  charged  off.  They  are  working  to  ensure  that  the  Nation 
has  a  safe  and  sound  banking  system  that  serves  all  of  its  cus- 
tomers* needs.  However,  regulatory  burden  has  grown  substantially 
in  recent  years,  partly  in  response  to  the  increased  scope  and  objec- 
tives of  banking  law  and  regulation.  When  regulation  becomes  xm- 
necessarily  burdensome,  it  imposes  a  high  price  on  banks,  bank 
customers,  and  the  economy. 

The  OCC  is  fully  committed  to  identifying  and  eliminating  any 
unnecessary  regulatory  burden  on  the  national  banking  system. 
The  President's  program  is  an  important  step  in  this  process.  We 
will  continue  to  make  every  effort  to  minimize  regulatoiy  burden 
while  still  carrying  out  statutory  requirements,  maintaining  the 
safety  and  soimdness  of  the  banking  system,  and  meeting 
consumer  protection  goals. 

I  will  be  happy  to  answer  any  questions. 

[The  prepared  statement  of  Mr.  Steinbrink  follows:] 
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For  Release  Upon  Delivery 
March  17,  1993,  9:30  A.M. 


TESTIMONY  OF 

STEPHEN  R.  STEINBRINK 

ACTING  COMPTROLLER  OF  THE  CURRENCY 

Before  the 

SUBCOMMITTEE  ON  COMMERCE,  CONSUMER,  AND  MONETARY  AFFAIRS 

COMMITTEE  ON  GOVERNMENT  OPERATIONS 

U.S.  HOUSE  OF  REPRESENTATIVES 

March  17,  1993 


Mr.  Chairman  and  members  of  the  Subcommittee,  your 
invitation  asked  that  I  appear  today,  accompanied  by  Chief 
National  Bank  Examiner  Donald  G.  Coonley,  to  discuss  regulatory 
burdens  experienced  by  financial  institutions  in  lending  to 
businesses  and  consumers.   I  am  pleased  to  respond.   As  the 
agency  responsible  for  supervising  national  banks,  the  Office  of 
the  Comptroller  of  the  Currency  (OCC)  is  vitally  interested  in 
the  effect  of  the  current  level  of  regulation  on  banks'  ability 
to  provide  services. 

Unquestionably,  we  need  effective  supervision  and  regulation 
of  the  banking  industry.   Banking  institutions  perform  critical 
functions  in  the  U.S.  economy:   they  receive  federally  insured 
deposits,  they  serve  as  intermediaries  between  borrowers  and 
savers,  they  are  part  of  the  payments  mechanism,  and  they 
facilitate  the  conduct  of  monetary  policy.   Banking  regulation  is 
necessary  to  ensure  the  attainment  of  social  objectives,  which 
include  maintaining  the  safety  and  soundness  of  the  banking 
system,  serving  the  credit  needs  of  the  American  public,  and 
protecting  the  interests  of  banking  customers. 

While  bank  regulation  delivers  valuable  benefits,  those 
benefits  are  not  free.   Bankers  argue  that  the  current  level  of 
regulation  has  raised  costs  to  unacceptable  levels  and  severely 
constrained  the  scope  and  quality  of  the  services  they  provide. 
Although  the  exact  dimensions  of  regulatory  burden,  measured 
either  in  dollar  cost  or  in  terms  of  lost  lending  opportunities, 
are  difficult  to  quantify,  there  is  no  question  that  the  pace  of 
regulatory  change  has  accelerated  in  recent  years.   Passage  of 
the  Financial  Institutions  Reform  Recovery  and  Enforcement  Act 
(FIRREA)  in  1989  and  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  of  1991  (FDICIA)  required  federal  banking 
agencies  to  issue  many  new  regulations  that  banks  must 
assimilate.   While  new  regulations  mandated  by  statute  may  not 
seem  overly  burdensome  when  taken  individually,  the  resulting 
cumulative  burden  of  regulation  may  very  well  impair  the  ability 
of  banks  to  meet  the  needs  of  their  customers. 
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Some  argue  that  excessive  regulation  may  also  reduce  credit 
availability,  by  requiring  banks  to  use  funds  that  could 
otherwise  support  loans  to  pay  for  compliance  costs,  and  by 
creating  an  environment  in  which  bankers  are  cautious  about 
making  new  loans.   Bankers  have  clearly  conveyed  to  us  their 
belief  that  current  regulations  have  discouraged  them  from  making 
some  loans  to  creditworthy  customers. 

Problems  with  the  availability  of  credit  over  the  last  few 
years  have  been  especially  significant  for  small  and  medium-sized 
businesses  and  farms.   The  interruption  of  credit  flows, 
especially  to  those  businesses,  has  serious  economic  effects. 
Small  and  medium-sized  businesses  play  a  critical  role  in  the 
growth  of  the  economy,  contributing  in  large  share  to  growth  in 
jobs  and  productivity.   Large,  publicly  traded  corporations  can 
turn  to  alternate  sources  of  financing,  such  as  the  market  for 
commercial  paper.   Small  businesses  rely  much  more  heavily  on 
bank  loans  to  obtain  operating  capital  and  financing  for 
expansion.   Bank  loans  play  an  important  role  in  financing  small 
business  start-ups,  which  play  a  key  role  in  the  revitalization 
of  economically  distressed  communities.   Even  profitable  small 
businesses  with  excellent  credit  histories,  or  start-up  companies 
with  excellent  prospects,  may  find  it  difficult  to  succeed  when 
they  are  denied  access  to  credit  because  of  the  economic  and 
regulatory  climate. 

The  remainder  of  my  testimony  will  discuss  these  issues  in 
greater  detail.   First,  I  will  discuss  President  Clinton's  new 
program  to  address  the  problems  of  credit  availability, 
especially  as  they  affect  small  and  medium-sized  businesses.   I 
will  then  describe  other  efforts  the  OCC  is  making  to  alleviate 
the  burden  of  regulation  on  the  banking  industry  without 
compromising  safety  and  soundness. 

Agency  Actions  to  Implement  the  President's  Program 

On  March  10,  President  Clinton  announced  a  program  of 
regulatory  and  administrative  changes  directed  at  improving  the 
flow  of  credit,  particularly  to  small  and  medium-sized  business. 
The  OCC,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of 
Governors  of  the  Federal  Reserve  System,  and  the  Office  of  Thrift 
Supervision  jointly  issued  a  policy  statement- -a  copy  of  which  is 
attached- -that  describes  the  steps  we  will  take  to  implement  the 
program.    The  agencies  expect  to  complete  virtually  all  of  the 
proposed  changes  within  the  next  few  months. 

The  President's  program  includes  initiatives  in  five  areas: 
lending  to  small  and  medium  sized-businesses,  real  estate  lending 
and  appraisals,  appeals  of  examination  decisions  and  complaint 
handling,  examination  processes  and  procedures,  and  paperwork  and 
regulatory  burden. 
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Lending  to  small  and  mediiisi-sized  businesses.   The  first 
element  of  the  program  reduces  documentation  requirements  for 
strong  and  well-managed  banks  lending  to  small  businesses.   The 
agencies  will  issue  new  guidelines  that  make  it  clear  that  banks 
may  take  into  account  a  borrower's  reputation  and  character,  as 
well  as  his  financial  condition  and  the  value  of  collateral,  in 
making  credit  decisions.   The  agencies  will  also  clarify  the 
examination  and  rating  procedures  relating  to  the  Other  Assets 
Especially  Mentioned  category  of  loans  so  that  such  loans  are  not 
improperly  grouped  with  classified  loans. 

Appraisals  and  real  estate  lending.   Because  small 
businesses  often  have  few  tangible  assets,  their  owners  often 
secure  their  loans  with  mortgages  on  their  places  of  business  or 
their  homes,  even  though  the  source  of  repayment  is  the  cash  flow 
from  the  business.   Under  current  regulations,  if  the  loan  is  for 
an  amount  greater  than  $100,000,  the  borrower  must  get  a  formal 
real  estate  appraisal  from  a  licensed  or  certified  appraiser. 
This  requirement  may  make  it  unprofitable  for  banks  to  make  those 
small  business  loans.   Accordingly,  the  agencies  will  alter 
appraisal  requirements  for  real  estate  securing  small  business 
loans.   The  agencies  will  also  make  changes  in  accounting  rules 
to  facilitate  financing  to  borrowers  who  wish  to  purchase 
foreclosed  real  estate,  and  other  changes  to  ensure  that  real 
estate  collateral  is  not  undervalued  in  loan  transactions. 

Appeals  and  complaints.   Under  the  new  program,  each  agency 
will  take  steps  to  ensure  that  its  appeals  process  is  fair  and 
effective.   In  particular,  each  agency  will  ensure  that  its 
appeals  process  provides  a  fair  and  speedy  review  of  examination 
complaints,  and  that  there  is  no  retribution  against  either  the 
bank  or  the  examiner  as  the  result  of  an  appeal.   At  the  same 
time,  we  are  reviewing  our  complaint  processes,  which  we  use  to 
handle  more  general  complaints  from  the  public  and  from  banks,  to 
improve  the  care  with  which  complaints  are  scrutinized  and  the 
timeliness  of  responses. 

Exeunination  Process  and  Procedures.   The  new  program  aims  to 
minimize  costs  that  the  examination  process  imposes  on  regulated 
institutions.   In  particular,  the  agencies  will:   (i)  eliminate 
duplication  in  examinations  by  multiple  agencies,  unless  clearly 
required  by  law,  (ii)  increase  coordination  of  examinations  among 
agencies  when  duplication  is  required,  and  (iii)  establish 
procedures  to  centralize  and  streamline  examination  in  multibank 
organizations . 

Continuing  Further  Efforts  and  Reducing  Burden.   The 

agencies  will  work  to  develop  common  standards  for  determining 
when  delinquent  loans  that  have  been  partially  charged  off  may  be 
returned  to  accrual  status.   The  agencies  will  continue  to  review 
all  paperwork  requirements  to  eliminate  duplication  and  other 
excesses  that  do  not  contribute  to  safety  and  soundness,  and 
review  all  regulations  and  interpretations  to  minimize  burden 
while  maintaining  safety  and  soundness  standards. 
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Minimizing  Reaulatorv  Burden 

In  addition  to  the  program  just  described,  the  OCC  seeks  to 
minimize  regulatory  burden  on  national  banks  in  ways  that  do  not 
reduce  the  safety  and  soundness  of  the  banking  system  when 
implementing  regulations.   We  are  making  every  effort  to  take 
burden  into  account  as  we  implement  the  regulatory  recjuirements 
imposed  by  FDICIA.   We  are  also  involved  in  a  number  of  efforts-- 
which  I  will  describe  below- -to  reduce  the  burden  of  regulations 
and  practices  for  which  no  legislative  change  is  needed.   There 
have  also  been  calls  for  modification  of  regulations  that  would 
require  statutory  changes.   Any  such  proposal  requires  careful 
evaluation  to  ensure  that  neither  safety  and  soundness  nor  other 
important  goals,  such  as  fair  lending,  would  be  compromised. 

OCC  Review  of  Regulations 

In  spring  of  1992,  the  OCC  conducted  an  extensive  review  of 
its  regulations.   One  objective  of  that  review  was  to  identify 
regulations  that  impose  unnecessary  burdens  on  national  banks  or 
the  public. 

To  assist  us  in  our  review,  we  published  a  notice  in  the 
Federal  Register  soliciting  ideas,  issued  a  press  release 
requesting  specific  suggestions  from  the  public,  and  solicited 
the  views  of  OCC  bank  examiners  and  the  chief  executive  officers 
of  every  national  bank.   We  also  contacted  state  bankers' 
associations  and  national  trade  groups  to  obtain  their  comments. 

The  OCC  received  200  responses,  which  were  frank  and  highly 
critical  of  the  burdens  imposed  by  bank  regulation.   More  than 
half  of  the  comments  argued  that  regulation  related  to  the 
Community  Reinvestment  Act  (CRA)  is  too  burdensome;  many 
commenters  thought  that  small  banks  lending  primarily  to  their 
own  communities  should  be  exempt  from  its  requirements.   More 
than  a  third  of  the  coiments  claimed  that  real  estate  appraisal 
requirements  are  too  costly,  and  nearly  a  quarter  of  the  comments 
maintained  that  the  regulation  implementing  the  Truth- in-Lending 
Act  is  overly  complex,  burdensome,  and  complicated  to  understand, 
and  that  consumers  do  not  value  the  information  the  disclosures 
provide. 

Drawing  in  part  from  those  comments,  we  identified  several 
existing  regulations  that  we  could  revise  without  statutory 
changes  and  several  burden -reducing  initiatives  already  in  the 
drafting  stage  that  we  could  accelerate.   In  1992,  the  OCC  issued 
three  final  rules  that  will  reduce  regulatory  burden  without 
threatening  safety  and  soundness.   Those  rules  would  allow  some 
home  buyers  to  obtain  appra  sals  from  less  expensive  sources, 
increase  the  uniformity  of  i:apital  rules  among  the  Federal 
banking  agencies  by  clarifying  some  technical  issues  in  the 
implementation  of  the  risk -based  capital  guidelines,  and  make  the 
reporting  and  filing  requirements  for  national  banks  under  the 
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Securities  Exchange  Act  of  1934  conform  with  those  of  the 
Securities  and  Exchange  Commission  (SEC) . 

We  have  also  published  in  the  Federal  Register  for  comment  a 
number  of  other  burden- reducing  proposals.   Among  other  things, 
those  proposals  would  eliminate  unnecessary  recordkeeping 
requirements  for  banks  holding  certain  securities,  eliminate 
duplicative  requirements  in  the  area  of  collective  investment 
funds,  and  bring  disclosure  requirements  for  offers  and  sales  of 
national  bank  securities  into  conformity  with  SEC  rules 
implementing  the  Securities  Act  of  1933. 

FDICIA  Section  221  Study  on  Regulatory  Burden 

Section  221  of  FDICIA  required  the  Federal  Financial 
Institutions  Examination  Council  (FFIEC)  to  review  all  banking 
regulations  and  identify  ways  to  reduce  unnecessary  burdens 
without  undermining  compliance  or  enforcement  of  consumer  laws  or 
adversely  affecting  the  safety  and  soundness  of  the  banking 
system.   To  meet  the  requirements  of  the  Act,  the  four  federal 
banking  agencies  that  constitute  the  FFIEC,  along  with  the 
Department  of  the  Treasury,  undertook  extensive  reviews  of  their 
policies,  procedures,  recordkeeping,  and  documentation 
requirements.   The  FFIEC  solicited  and  received  numerous  public 
comments  both  in  response  to  a  Federal  Register  request  notice 
and  in  conjunction  with  hearings  held  in  three  U.S.  cities. 
During  the  course  of  the  study,  the  FFIEC  considered  1,148 
letters  and  heard  the  testimony  of  79  witnesses.   The  final 
report  was  submitted  to  Congress  on  December  17,  1992. 

In  the  report,  the  FFIEC  recommended  over  60  specific 
initiatives  to  relieve  individual  burden  requirements  that  the 
agencies  agreed  to  consider.   Of  the  60  proposals,  41  are 
administrative  changes  that  the  OCC  will  consider  implementing 
either  alone  or  together  wich  the  other  agencies.   Some  of  the 
more  important  changes  are  described  below.   Many  of  the  proposed 
changes  are  technical,  and  the  resulting  reduction  in  any  one 
regulation  is  not  likely  to  be  large.   Nonetheless,  the 
cumulative  effect  of  the  changes  represents  an  important  step. 

Reporting.   Working  through  the  FFIEC,  the  agencies  have 
adopted  a  policy  that  limits  the  frequency  of  most  call  report 
changes  to  once  a  year  and  provides  a  minimum  of  60  days  lead 
time  between  the  announcement  of  a  change  and  its  effective  date. 
We  plan  to  expand  this  policy  to  cover  changes  to  other  reports 
as  well. 

Supervisory  Policies.   The  OCC  is  contributing  to  an 
interagency  effort  to  develop  consistent  guidance  to  banks 
regarding  the  adequacy  of  the  allowance  for  loan  and  lease 
losses.   Examiners  will  use  the  guidance  in  assessing  whether  an 
institution's  policies  and  practices  are  resulting  in  adequate 
reserves.   The  agencies  are  also  reviewing  their  appraisal  rules 
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to  determine  whether  the  burden  imposed  by  those  rules  might  be 
safely  reduced. 

Consvimer  Protection.   The  OCC  is  participating  in  three 
efforts  identified  in  the  Section  221  report  to  make  consumer 
protection  regulations  more  effective  and  less  burdensome. 
First,  we  are  participating  in  a  Subcommittee  of  the  FFIEC's  Task 
Force  on  Consumer  Compliance  that  is  exploring  ways  to  carry  out 
the  CRA  more  efficiently  and  effectively.   The  agencies  believe 
that  focusing  evaluations  more  on  lending  perforTnance  than  on 
documentation  and  recordkeeping  should  both  reduce  paperwork 
burden  and  increase  lending  in  low-  and  moderate -income  areas. 

Second,  the  agencies  have  recently  completed  a  joint 
training  session  for  compliance  examination,  which  focused  on 
examining  for  CRA  compliance.   Programs  of  this  type  help  ensure 
uniformity  and  consistency  in  CRA  enforcement.   Third,  the  OCC  is 
working  on  amendments  to  its  Fair  Housing  Home  Loan  Data  Systems 
(FHHLDS)  regulation  to  relieve  duplicative  recordkeeping  burden 
on  national  banks  that  are  subject  to  both  the  Home  Mortgage 
Disclosure  Act  and  the  current  monthly  recordkeeping  requirement 
of  the  FHHLDS. 

The  data  collected  under  the  HMDA  and  FHHLDS  regulations  are 
key  elements  to  the  OCC's  new  interim  examination  procedures  for 
reviewing  housing-related  credits  which  we  will  soon  issue. 
There  is  some  data  suggesting  that  violations  of  equal  credit  and 
fair  lending  laws  most  commonly  do  not  involve  rejection  of 
clearly  well-qualified  applicants,  but  rather  disparate  treatment 
of  applicants  with  average  qualifications.   This  may  occur  at  any 
point  in  the  lending  process.   The  focus  of  the  revised 
examination  procedures  is  a  comparative  review  of  loan 
application  files  to  determine  whether  the  application  process 
ended  similarly  for  minority  and  non-minority  applicants  with 
equivalent  qualifications,  and  whether  the  bank  gave  them 
equivalent  levels  of  assistance  and  accommodation  during  the 
course  of  the  loan  application  process. 

Finally,  many  of  the  comments  that  we  received  in 
conjunction  with  the  Section  221  report  were  suggestions  for 
statutory  revisions  to  reduce  burden  that  were  not  included  among 
the  recommendations  listed  in  the  Report.   The  agencies  felt, 
however,  that  to  the  extent  those  suggestions  represented  changes 
that  could  carry  out  the  intent  of  certain  statutes  more 
efficiently,  they  merited  further  consideration.   Hence,  as 
stated  in  the  transmittal  letter  to  the  report,  the  agencies  are 
working  together  to  outline  proposals  for  legislative  changes  to 
reduce  burden . 

Conclusion 

Regulatory  burden  has  grown  substantially  in  recent  years, 
partly  in  response  to  the  increased  scope  and  objectives  of 
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banking  regulation.   Unnecessarily  burdensome  regulation  imposes 
a  high  price,  and  the  OCC  is  committed  to  identifying  and 
eliminating  unnecessary  regulatory  burden  on  national  banks.   We 
believe  the  President's  program  is  an  important  step  in  this 
process.   We  will  continue  to  make  every  effort  to  minimize 
regulatory  burden,  within  the  constraints  of  statutory 
requirements,  safety  and  soundness,  and  consumer  protection 
goals . 
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Office  of  the  Comptroller  of  the  Currency 

Joint  Release  Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 


Office  of  Thrift  Supervision 


Interagency  Policy  Statement  on 
Credit  Availability 

IVfaith  10,  1993 

The  four  federal  regdators  of  banks  and  thrifts  —  the  Office  of  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the 
Federal  Reserve  System,  and  the  Office  of  Thrift  Supervision  —  today  announced  a 
program  directed  at  dealing  with  problems  of  credit  availability,  especially  for  small  and 
medium-sized  businesses. 

The  program  will  focus  on  the  five  areas  in  which  the  agencies  will  take  action  designed 
to  alleviate  the  apparent  reluctance  by  banks  and  thrifh  to  lend   Those  areas  are: 

Lending  to  Small-  and  Medium-sized  Businesses 

Real  Estate  Lending  and  Appraisals 

Appeals  of  Examination  Decisions  and  Complaint  Handling 

Examination  Processes  and  Procedures 

Paperwork  and  Regulatory  Burden. 

The  agencies  intend  to  complete  virtually  all  of  the  changes  proposed  in  the  program 
within  the  next  few  months.  As  the  specifics  of  any  change  are  finalized,  that  change  will 
be  made  and  published  while  details  of  other  changes  are  in  the  process  of  being 
finalized. 

A  complete  statement  about  the  actions  the  agencies  have  planned  is  attached.  The 
statement  reaffirms  the  ageoaes'  belief  that  it  is  in  the  interest  of  lenders,  borrowers  and 
the  general  public  that  creditworthy  borrowers  have  access  to  credit. 

This  policy  statement  will  be  distributed  to  all  federally  examined  banks  and  thrifts 
and  to  all  regulatory  agency  offices  and  examiners. 

[The  full   text  of  the  Policy  Statement  appears   in  the  appendix  to  this  hearing.] 
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Mr.  Spratt.  Thank  you,  Mr.  Steinbrink. 

Mr.  Zeliff. 

Mr.  Zeliff.  It  sounds  like,  in  the  last  2  years,  particularly,  where 
we've  been  meeting  with  FDIC,  meeting  with  Mr,  Clark  and  others, 
up  in  New  Hampshire  and  also  down  here,  our  plight  was — and  we 
discussed  the  regulatory  burden,  and  we  discussed  the  law  at  the 
time,  and  our  questions  were,  aren't  we  overreacting,  in  terms  of 
implementing  more  burden  than  the  law  required? 

It  sounds  hke,  in  spite  of  the  fact  that  we  didn't  seem  to  make 
much  headway  then.  President  Clinton's  initiatives  are  going  to  be 
well  received,  and  I  think  that's  good,  and  that  there  was  perhaps 
overreaction  in  terms  of  implementation  in  the  additional  regu- 
latory burden  beyond  the  scope  of  the  law.  Could  you  comment  on 
that,  and  anybody  else  up  front  that  would  like  to  do  that. 

Mr.  Steinbrink  I  think  all  the  regulators  have  been  very  serious 
about  trying  to  limit  the  burden.  But  I  think  everybody  has  to  keep 
in  mind  that  examiners  and  regulators  are  human  beings.  FDICIA, 
as  an  example,  is  a  very  specific  piece  of  legislation,  requiring  nu- 
merous regulations.  The  examining  staff  has  been  criticized  heavily 
by  the  GAO  as  to  the  quality  of  their  examinations,  as  Mr.  Stone 
indicated.  Examiners  react  to  those  sorts  of  criticisms. 

We  have  spent  a  lot  of  time  with  our  examiners  trying  to  assure 
that  they  do  not  overreact.  I  believe  we  have  done  a  reasonably 
good  job  of  it. 

Some  elements  of  the  law,  however,  add  to  the  regulatory  bur- 
den. One  that  has  been  pointed  out  this  morning,  which  I  believe 
directly  relates  to  the  concerns  of  this  subcommittee,  is  the  ap- 
praisal requirements.  Part  of  President  Clinton's  program  is  to 
lessen  the  need  for  appraisals,  particularly  on  those  loans  where  a 
piece  of  real  estate  is  taken  as  a  secondary  source  of  collateral  and 
is  not  intended  to  repay  the  loan.  I  think  about  that  because  I  used 
to  examine  banks  in  farm  country  where  every  farm  loan  for  oper- 
ating capital  for  the  crops  that  year  took  the  farmer's  real  estate 
as  collateral,  either  a  second  or  a  third  deed  of  trust,  sometimes  the 
first.  Under  the  current  law,  if  that  loan  exceeds  $100,000,  you 
have  to  get  an  appraisal  by  a  licensed  or  certified  appraiser  that 
may  cost  you  $3,000  to  $5,000.  We  think  we  can  give  some  relief 
in  that  area. 

Mr.  Zeuff.  Anybody  else  want  to  comment? 

Mr.  LaWare.  I  think  Mr.  Steinbrink  has  stated  where  the  agen- 
cies are  on  this.  And  we  are  working  diligently  on  getting  that  to- 
gether. 

Mr.  Zeliff.  How  much  of — and,  again,  I  refer  to  the  small  busi- 
ness availability  of  capital  and  a  potential  credit  cnmch — ^how 
much  of  the  problem  is  created  by  bankers  who  are  using  the  regu- 
latory process  and  the  regulators  as  excuses?  I  mean,  that  certainly 
has  to  be  part  of  it  as  well,  isn't  it? 

Mr.  LaWare.  I  will  start  off  here.  I'm  a  little  skeptical  that  it's 
all  black  or  white.  I  believe  that  some  bankers  are  shying  away 
from  certain  kinds  of  lending,  because  it  has  become  so  time  con- 
suming and  expensive  to  put  it  on  the  books  that  there  is  no  profit 
in  it  in  the  final  analysis. 

Karen  Horn,  who  is  former  president  of  the  Federal  Reserve 
Bank  of  Cleveland  and  is  now  the  president  of  BancOne,  Cleveland, 
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was  commenting  in  a  colloquium  we  had  at  the  Federal  Reserve 
Bank  in  New  York  about  3  weeks  ago,  and  she  said  that  it  had  got- 
ten so  expensive,  not  only  in  dollars  of  cost  up  front  to  put  these 
loans  on  the  books,  but  also  in  terms  of  the  time  consumed  by  lend- 
ing officers  and  staff,  that  there  was  no  profit  left  in  small  loans, 
particularly  smaller  small  business  loans  of  let's  say,  $100,000  and 
less. 

BancOne  has  done  some  work  on  tiying  to  simplify  this  process 
and  still  be  compliant  with  the  law.  Ana  they  now  feel  that  they 
can  get  a  loan  on  the  books  for  as  little  as  $25,000  by  using  a  1- 
page,  both  sides  of  the  page,  small  print  kind  of  an  application 
process  that  avoids  some  of  the  bureaucracy  that  has  been  built 
into  this  thing.  But  it  is  indicative  of  how  serious  the  documenta- 
tion problem  is. 

We  also  have  a  letter  from  a  prominent  banker  of  a  major  re- 
gional bank,  who  described  a  $279,000  small  business  loan  that  his 
bank  put  on  recently  where  they  felt  it  was  essential  to  have  a 
piece  of  real  estate  as  additional  collateral.  Well,  the  minute  they 
took  this  piece  of  real  estate,  it  became  a  real  estate  loan,  and 
therefore  it  had  to  go  through  the  documentation  process  for  a  real 
estate  loan. 

It  was  also  to  be  sponsored  or  supported  by  a  Small  Business  Ad- 
ministration guarantee.  Well,  in  the  final  analysis,  it  took  more 
than  70  days  to  put  the  loan  on  the  books,  and  before  the  borrower 
had  received  a  nickel  of  the  proceeds,  he  had  paid  $16,500  of  fees 
up  front,  and  that  doesn't  include  any  interest  charges.  It's  that 
kind  of  a  thing,  you  see,  that  is  really  clogging  up  the  works. 

The  remedies  that  Mr.  Steinbrink  and  Mr.  Stone  have  suggested 
that  we  are  pursuing  I  think  can  do  something  to  release  that  log- 
jam. 

Mr.  Zeliff.  They  are  certainly  examples  of  what  we  have  heard 
up  in  New  Hampshire.  I  gaess  the  real  problem  is,  what  incentive 
is  there  to  take  risk  anymore,  from  the  bank's  point  of  view,  and 
also  from  the  examiner's  point  of  view?  And  it's  pretty  hard  to 
make  a  decision  in  favor  of  risk  anymore,  because  you  know  that 
you  are  going  to  get  your  head  beat  in  if  something  fails. 

I  mean,  I  tnink  the  system,  unfortunately — we  have  to  figure  out 
a  way — in  New  Hampshire,  five  of  those  seven  banks  failed.  The 
FDIC  came  in  and  bailed  them  out.  Sixty  percent  of  the  available 
capital  is  now  in  the  lending  process  of  two  of  those  top  banks,  and 
they  are  sitting  on  Government  securities,  and  they  are  not  lending 
money. 

Mr.  Steinbrink.  Mr.  Zeliff,  that  is  one  of  the  key  problems — the 
fact  that  with  the  cumulative  effect  of  the  laws,  rules,  and  regula- 
tions that  exist,  there  has  been  a  tendency  to  try  to  remove  risk 
from  banking.  That  is  not  what  banking  is  all  about.  Banking  is 
about  managing  risk. 

As  to  the  question  you  asked  Governor  La  Ware,  I  have  the  same 
opinion  from  a  little  different  angle.  The  credit  availability  issue  is 
beyond  trying  to  figure  out  where  the  problem  is  or  pointing  a  fin- 
ger. The  banking  industry  oftentimes  tells  you  there  is  no  demand, 
or  they  tell  you  that  the  regulators  caused  it.  We  all  realize  that 
there  is  a  credit  availability  problem  at  this  point.  I  think  some 
bankers,  rightfully  so  due  to  the  economic  environment  that  they 
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were  doing  business  in,  tightened  their  credit  standards.  Examin- 
ers reviewed  loans  more  carefully.  What  we're  trying  to  do  now  is 
to  make  sure  Uiat  we  are  doing  that  without  jeopardizing  the  abil- 
ity to  lend. 

Mr.  Stone.  On  that  same  Question,  on  demand,  I  know,  handling 
resolutions  for  the  FDIC  in  the  latter  1980's,  there  was  often  a  lot 
of  concern.  NationsBank,  when  it  was  looking  at  buying  First  Re- 
public, BancOne,  and  MCorp,  they  didn't  see  demand  for  some  pe- 
riod of  time.  In  Texas,  they  loiew  Texas  was  coming  back,  no  ques- 
tion about  it,  but  when?  That's  why  the  servicing  agreement,  the 
nonbook  income  that  they  got  out  of  servicing  assets  for  us  got  it 
through  the  lean  years. 

Just  some  information  I  had  worked  up  yesterday,  I  mentioned 
in  my  oral,  of  $776  million,  a  modest  increase,  but  the  first  time 
in  11  consecutive  quarters  in  C&I  lending  to  U.S.  borrowers.  Well, 
that's  a  net  amount.  In  the  gross  amount  of  all  C&I  loans,  the 
Southwest,  annualized  in  the  fourth  quarter,  had  about  a  12-per- 
cent growth.  The  Southeast  had  about  a  9-percent  growth. 

The  biggest  declines  were  almost  identical,  the  Northeast  and 
West.  The  Northeast  lost  6.1  percent,  the  West  6.6,  while  the  rest 
of  the  country  was  just  about  status  quo. 

This  has  been  our  experience  that,  as  the  problems  are  just  level- 
ing off  or  starting  to  tail  off,  you  see  gun-shy  bankers,  maybe  gun- 
shy  examiners.  We  hope  we  catch  that;  if  we  don't,  we  have  to  find 
a  way  to  do  it.  And  until  they  have  more  confidence  in  the  econ- 
omy, borrowers  want  to  clean  up  their  balance  sheets,  banks  don't 
want  to  lend,  and  examiners  are  a  little  gun-shy. 

But  now  the  Southwest  is  showing  a  nice  rebound,  that  is  a 
healthy  rebound  for  them,  and  the  Southeast. 

Mr.  Zeuff.  Thank  you,  Mr.  Chairman. 

Mr.  LaWare.  I  think  there  is  another — ^if  I  may  add  just  one 
more  comment  on  this. 

Mr,  Zeuff.  Sure. 

Mr.  LaWare.  I  think  there  is  more  than  just  a  supply  and  de- 
mand factor  involved  here. 

We  have  been  through  a  period  when  there  has  been  a  contrac- 
tion in  C&I  loans,  not  just  because  there  is  slack  demand,  and  not 
just  because  bankers  are  less  willing  to  lend.  One  of  the  reasons 
for  C&I  loans  at  all,  particularly  for  small  businesses,  was  to  carry 
inventories,  and  inventories  are  down  at  historically  low  levels.  We 
have  also  had  a  slowed-up  economy,  and  simply  the  amount  of 
credit  required  by  slower  commercial  activity  accounts  for  some  of 
that. 

In  addition,  businesses  that  heaped  on  huge  amounts  of  debt 
during  the  middle  and  early  part  of  the  1980's  have  spent  the  last 
2  or  3  years  paying  down  that  debt.  They  have  gone  to  the  public 
markets  for  equity  or  long-term  debt  and  paid  off  hank  debt. 

So  it's  not  simply  a  function  of  banker  unwillingness  or  bureau- 
cratic obfuscation,  but  all  these  other  factors  are  involved  in  it  as 
well. 

Mr.  Zeliff.  Thank  you. 

Mr.  Sf»ratt.  Mr.  Stone,  I  was  noting  before  the  hearing  that  in 
your  testimony  you  indicated  that,  under  the  capital  adequacy 
rules,  96  percent  of  all  banks  are  defined  as  being  well  capitalized. 
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Mr.  Stone.  Correct. 

Mr.  Spratt.  And  they  hold  87  percent  of  all  assets  in  the  bank- 
ing system. 

Mr.  Stone.  Yes. 

Mr.  Spratt.  You  went  on  to  observe  that  they  would  have  the 
capacity  on  their  existing  balance  sheets  to  expand  credit  up  to 
$500  billion  and  still  be  within  the  capital  adequacy  rules  that  are 
prescribed  by  FDICIA. 

Mr.  Stone.  Meeting  the  minimum,  yes. 

Mr.  Spratt.  You  wouldn't  advocate  or  recommend  that;  it  would 
lead  to  some  enormous  loan-to-asset  ratios,  I  know,  but  neverthe- 
less that  indicates  that  there  is  enormous  liquidity  in  the  system. 

Mr.  Stone.  Yes. 

Mr.  Spratt.  And  I  think  we  have  come  across  a  whole  galaxy  of 
reasons  that  this  liquidity  is  not  moving  in  favor  of  borrowers. 
Some  of  it  is  that  borrowers  aren't  borrowing.  Lenders  have  some 
categorical  aversions  to  certain  sorts  of  loans.  Like  hotel  loans,  I 
understand  that  nobody  wants  to  see  one. 

I've  been  told  that,  if  you're  a  junior  loan  officer  and  you  send 
a  hotel  loan  request  up  to  a  senior  loan  officer,  that's  grounds  for 
dismissal  on  its  face,  summary  dismissal  in  most  banks  today,  and 
probably  grounds  for  immediate  classification  by  the  examiners. 

So  there  is  a  lot  going  on  here.  My  question  to  you  is,  for  exam- 
ple, Mr.  LaWare  said  that  he  thought  a  commission  might  be  in 
order,  not  only  to  formulate  some  solutions,  but  also  to  forge  con- 
sensus on  what  needs  to  be  done.  Don't  we  have  enough  evidence 
before  us  to  size  the  problem  up  without  going  to  another  commis- 
sion, or  are  we  still  groping  to  try  to  understand  it?  Is  this  a  phe- 
nomenon that  we  are  still  not  quite  certain  of? 

Mr.  LaWare.  Well,  I  think  there  still  seems  to  be  some  disagree- 
ment about  the  fundamentals.  There  are  elements  in  both  parties 
who  favor  continued  constraint  of  the  banking  system  and  more 
micromanagement  rather  than  less.  And  there  are  others  who 
would  like  to  undo  a  great  deal  of  this.  The  idea  of  the  commission 
was  to  simply  take  it  out  of  the  .political  arena  and  try  to  get  a 
more  objective  look  at  it. 

Mr.  Spratt.  Yes,  sir.  And  it  works  on  occasion. 

Mr.  LaWare.  I  agree. 

Mr.  Spratt.  Then  sometimes  it  leads  to  Hoover  Commission  re- 
ports that  get  put  on  the  shelf  and  are  seldom  read,  hardly  en- 
acted. But,  nevertheless,  it  works,  and  it  helps  forge  consensus. 
And  there  does  seem  to  be  some  disagreement  about  what  exactly 
needs  to  be  done. 

Let's  take  the  President's  program.  It  is  a  welcome  initiative,  but 
I  think  everybody  here  would  be  careful  about  trumpeting  the  like- 
ly results.  It's  sort  of  a  marginal  solution  to  a  considerable  problem. 
Is  there  any  way  of  tracking  whether  or  not  these  reforms  are  hav- 
ing an  impact?  Can  you  watch  key  aggregates  of  new  loans  being 
generated  to  determine  whether  or  not  this  loosening  up  of  the  flow 
of  credit  is  having  a  real  impact  in  the  banking  system? 

Mr.  Steinbrink.  Tracking  it  would  be  very  difficult.  As  Mr. 
Stone  indicated,  there  is  some  indication  that  small  business  lend- 
ing has  picked  up  in  parts  of  the  country  already. 
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I  may  think  about  things  too  simply,  but  one  of  the  problems 
with  regulatory  burden  is  simply  the  amount  of  time  that  it  re- 
quires the  loan  officer  and  the  president  of  that  smaller  bank, 
which  may  be  a  small  business  in  and  of  itself,  to  spend  with  the 
regulatory  community  and  to  document  loans  that  they  know  they 
could  make.  Part  of  the  initiative  that  Mr.  Altman  mentioned  this 
morning  is  to  assure  that  there  is  not  a  duplication  in  the  examina- 
tion requirements.  That  will  help  the  banking  community  to  have 
more  time  to  spend  with  their  customers. 

But  the  ability  to  track  the  dollar  volume  and  tie  it  directly  back 
to  the  President's  program,  I  don't  believe  we  could,  but  I  person- 
ally believe  it  will  have  an  impact. 

Mr.  Spratt.  Well,  are  you  noting  key  aggregates,  commercial 
loans,  commercial/industrial  loans,  home  mortgage  loans,  nonfarm 
commercial  loans  to  determine  a  baseline,  and  are  you  going  to  fol- 
low that?  And  if  this  doesn't  work,  are  you  going  to  follow  it  up 
with  further  relief? 

Mr.  Steinbrink.  We  monitor  those  aggregates,  as  Mr.  Stone  indi- 
cated. The  President's  program  is  focused  on  administrative  relief 
that  we  can  do  now,  and  that's  the  important  fact,  that  we  can  do 
it  now.  If  further  relief  is  necessary,  obviously  we  will  propose  it, 
or  the  administration  will,  or  we  may  come  to  Congress  and  ask 
for  legfislation. 

Mr.  Spratt.  Mr.  Rush,  who  was  here  earlier,  has  been  concerned 
about  performance  bonds,  but  it's  very  close  to  a  similar  question 
in  lending,  and  that's  the  new  borrower  who  walks  in  with  a  new 
business  and  needs  a  startup  loan.  It's  awfully  difficult  to  deter- 
mine what  his  cash-flow  is  going  to  be  or  what  his  collateral  is 
worth,  because  you  don't  know  how  he  will  succeed. 

Does  the  character  judgment  rule  sort  of  leave  that  person  still 
out  in  the  cold?  He  doesn't  have  a  track  record.  He  doesn't  have 
that  much  performance  or  lending  experience  with  the  institution. 
He  has  to  go  somewhere  else  for  relief,  I  believe. 

Mr.  Steinbrink.  Well,  it  leaves  out  the  form  of  character  where- 
by you  have  known  that  individual  for  years,  and  that  individual 
has  paid  you  previously  on  loans,  if  that's  the  type  of  loan. 

There's  one  area  that  I  believe  will  be  of  benefit  to  both  minority 
and  nonminority  borrowers — changing  the  real  estate  appraisal  re- 
quirements. Most  bankers,  as  they  have  loaned  money  through  the 
years  for  startup  type  businesses,  have  taken  a  security  on  what 
the  person  now  owns.  Perhaps  they  have  taken  a  deed  of  trust  on 
the  real  estate  that  they  are  going  to  have  the  business  in.  Or  they 
may  have  taken  a  deed  of  trust  on  the  individual's  house.  If  we  can 
m^e  that  process  less  expensive  by  having  a  valuation  but  not  an 
appraisal  by  a  licensed  or  certified  appraiser,  that  will  benefit  the 
small  business  borrower. 

Mr.  Spratt.  Have  the  examiners  shifted  to  sort  of  summarily 
classifying  loans  that  don't  have  collateral  or  don't  have  some  sort 
of  authenticated  valid  cash-flow  backup  to  them? 

Mr.  Steinbrink.  No.  I  don't  believe  they  have. 

Mr.  Spratt.  What  does  this  new  character  rule/dispensation  do 
for  us  then?  I  mean,  there  must  be  a  trend  toward  saying,  if  this 
loan  doesn't  have  good  collateral,  if  this  loan  doesn't  have  a  cash- 
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flow  analysis  that  supports  the  repajnnent  of  it,  therefore,  it  must 
be  substandard. 

Mr.  Steinbrink.  This  is  one  of  the  problems  when  you  have  a 
discussion  of  character  lending.  First  of  all,  everybody  has  to  define 
what  they  mean  by  a  character  loan. 

Mr.  Spratt.  Have  you  done  that  yet?  Are  you  still  fleshing  out 
the  meaning  of  it  in  your  own  directive  to  the  examiners?  I  mean, 
how  do  you  get  this  from  the  White  House  down  to  the  field  with 
the  examiners  who  pack  their  bags  every  weekend  and  go  out? 

Mr.  Steinbrink.  We're  still  trying  to  flesh  out  an  exact  defini- 
tion, and  I  don't  know  that  we  will.  I  know  exactly  what  I  believe 
a  character  loan  is  not,  and  that  is  a  loan  simply  with  a  signed 
note.  In  the  1980's,  when  you  had  some  more  aggressive  lending, 
it  was  not  uncommon  to  see  character  loans  made  with  no  financial 
statements  whatsoever.  They  didn't  require  income  tax  statements. 

We  believe  that  character  loans  need  to  have  some  documenta- 
tion. But  one  of  the  things  that  the  President's  program  does  is  cre- 
ate this  so-called  basket,  and  in  this  so-called  basket,  very  limited 
documentation  is  required  to  make  those  kinds  of  loans.  That 
should  help. 

Mr.  Spratt.  But  you  still  really  have  to  communicate  this  defini- 
tion out  the  examiners  so  they  will  know — you  know  what  it  is  not, 
but  you  don't  know  what  it  is.  How  do  the  examiners  know  what 
it  is? 

Mr.  Steinbrink.  Well,  let  me  explain  to  you  a  little  bit  about  our 
organization  so  you  know  how,  at  least  in  the  OCC,  we  commu- 
nicate things  to  our  examining  staff.  We  have  six  offices  spread 
throughout  the  country,  and  those  offices  have  people  we  call  field 
managers  who  work  with  the  actual  examiners.  No  field  manager 
has  more  than  20  people  reporting  to  him  or  her.  And  we  commu- 
nicate with  those  people  directly. 

We  also  have  in  our  organization  an  E-mail  system  whereby  we 
inform  our  people  daily  on  what  we  are  doing  on  different  items. 
In  addition,  it  gives  the  examiners  in  our  organization  an  oppor- 
tunity to  ask  questions.  Through  the  E-mail  system,  all  those  ques- 
tions with  the  answers  are  put  up  so  every  examiner  in  this  coun- 
try has  those  answers  the  day  they  are  given.  We  also  hold  meet- 
ings of  the  senior  examiners  around  the  country  and  discuss  these 
issues  with  them. 

Don  has  something  to  add. 

Mr.  Spratt.  Mr.  Coonley. 

Mr.  Coonley.  I  would  like  to  add  one  thing,  sir.  Just  last  Mon- 
day, I  flew  to  New  York  and  met  with  our  Northeast  examiners 
and  the  entire  management  of  the  Northeast  district.  One  of  the 
things  we  talked  about  was  character  lending. 

Some  people  have  talked  about  a  character  loan  as  one  where 
they  say,  "I  made  a  loan,  and  I  know  he's  good  for  it."  What  we 
are  telling  examiners  to  do  is  to  draw  out  firom  the  bank  loan  offi- 
cer, or  the  bank  president,  why  the  borrower  is  good  for  it,  and  to 
jot  those  notes  down  in  their  work  papers,  and  that  will  be  enough 
for  us.  An  examiner  is  not  going  to  accept  "Well,  I  know  he's  good 
for  it."  But  through  some  questions,  the  examiner  will  be  able  to 
accept  it. 
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That  was  very  well  received,  and  they  are,  in  fact,  doing  it  in 
that  district.  I'm  sure  that's  going  on  elsewhere  in  the  country.  So 
we  are  having  an  effect,  I  believe,  in  the  last  year  or  so  in  getting 
the  message  out. 

Mr.  Steinbrink.  Could  I  add  one  more  thing? 

Mr.  Spratt.  Yes,  sir. 

Mr.  Steinbrink.  I'd  like  to  go  back  to  a  question  that  Congress- 
man Zeliff  asked  Comptroller  General  Bowsher  about  auditing.  You 
may  have  been  asking  about  examining.  There  is  a  difference  be- 
tween auditing 

Mr.  Zeliff.  I  meant  examining. 

Mr.  Steinbrink.  Yes.  There  is  a  difference  between  auditing  and 
examining,  and  it's  one  of  the  dilemmas  we  have.  Examining  is  a 
judgment  business.  Auditors,  who  follow  us  and  review  our  work, 
expect  there  to  be  checklists  where  we  have  checked  off  every  sin- 
gle item,  rather  than  looking  at  a  loan  made  by  a  loan  officer,  sit- 
ting down  and  discussing  it,  noting  it  on  a  line  sheet  and  saying, 
"These  are  the  reasons  the  officer  made  the  loan."  So  we  have  to 
be  careful  when  we  talk  examining  versus  auditing,  because  we  are 
examiners. 

Mr.  Spratt.  Mr.  Stone. 

Mr.  Stone.  Just  one  last  point  on  the  character  loan.  We  are 
very  conscious  of  the  fact  that  at  the  FDIC  we  have  done  some 
rapid  hiring,  and  we  have  some  young  people  that  now  are  to  the 
commissioned  examiners  stage,  where  they  can  sig^  an  exam  re- 
port, being  in  charge  of  the  exam. 

When  you  are  referencing  character  loans,  I  say  that  is  the  art. 
We  are  having  bright  young  people;  we  can  train  them  very  quickly 
how  to  understand  derivative  products,  what  have  you. 

But  the  art  of  examining  and  sitting  with  a  banker  that  has  a 
proven  track  record,  they  are  well  capitalized,  they  are  1  or  2 
rated,  that  say  there  are  certain  loans  that  are  good  for  their  com- 
munity— they  may  just  have  a  financial  statement;  they  may  not 
have  everjrthing  that  we  would  normally  like  to  see,  but  it's  going 
to  employ  in  a  small  town  30  people,  50  people — that's  where  the 
judgn^nent  of  an  examiner  maybe  with  a  few  gray  hairs — ^it's  hard 
to  write  in  a  book,  say,  "That  is  the  judgment.  You  go  with  the 
banker." 

That  one  loan  or  that  group  of  loans  are  so  diversified,  you  would 
have  to  lose  virtually  all  of  them  to  hurt  this  bank.  And  yet  the 
upside  to  the  bank  of  promoting  their  community  and  getting  em- 
ployment in  their  community  and  returns  is  a  reasonable  expecta- 
tion that  is  difficult  to  write.  We  have  attempted  it  in  our  manual 
of  examination  policies.  But  that  is  the  point  we're  trying  to  drive 
home. 

You  are  not  going  to  be  able — I  hope  no  one  tries  to  say  there 
is  going  to  be  one  definition  of  a  character  loan.  If  we  do,  we're 
going  to  do  iniustice  to  a  lot  of  consumers  in  this  country,  because 
they  are  not  all  going  to  fit  that  little  definition. 

Mr.  Spratt.  Let  me  ask  you  a  question  about  the  institutional- 
ization of  risk  aversion.  You  have  all  talked  about  this  kind  of  re- 
verse synergy  where  the  whole  may  be  a  lot  greater  than  the  sum 
of  its  parts.  I'm  not  quite  sure  how  to  conceptualize  it,  but,  never- 
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theless,  while  individual  regulations  may  be  worthy,  the  sum  total 
of  them  may  be  stifling  to  the  system  and  to  individual  banks. 

Just  a  personal  note.  I  was  in  my  law  office  one  day,  and  a 
woman  came  in  and  said,  "I've  got  a  book  here  that  has  your  fa- 
ther's name  in  it.  I  don't  know  why  we  have  it,  but  it  goes  way 
back  to  the  1930's,  and  I  thought  you  would  like  to  have  it."  Her 
father  had  recently  died. 

So  I  took  the  book,  and  the  title  of  it  was,  "Convicting  the  Inno- 
cent," by  Borchard.  And  I  had  the  good  fortune  of  having  my  fa- 
ther's secretary  working  for  me,  and  she  remembered  well  that  her 
father,  the  father  of  the  woman  who  had  come  into  the  office,  was 
a  local  banker,  and  he  had  been  prosecuted  and  ultimately  acquit- 
ted on  appeal,  after  the  local  bank  failed.  And  my  father  had  given 
him  this  book.  He  couldn't  represent  him  because  he  had  a  conflict, 
but  he  gave  him  this  book  to  read  because  he  felt  deeply  sympa- 
thetic to  him. 

Are  we  getting  back  to  that  era  where  we're  going  after  the  inno- 
cent, and  m  particular  with  respect  to  penalties  and  asset-freezing 
powers  against  individuals  in  bank  management  and  directors? 
They  have  increased  steadily  under  FIRREA  and  FDICIA  from 
where  we  were  under  the  Competitive  Equality  Banking  Act,  and 
particularly  with  the  enormously  complicated  regulations  that 
managers  and  directors  have  to  be  wary  of  and  comply  with. 

Are  the  penalties  too  heavy,  and  are  these  heavy  penalties  or  the 
fear  of  them  creating  risk  aversion  in  upper  management  of  com- 
mercial banks? 

Mr,  La  Ware.  Well,  I  think  we  run  the  risk  of  making  it  very  dif- 
ficult to  attract  top-flight  people  to  management  as  well  as  to  the 
directorates  of  banks  b^  being  too  aggressive.  The  difficulty  is  dis- 
cerning the  different  kmds  of  behavior  that  may  be  appropriate  to 
go  after.  There  is  just  outright  negligence  where  directors  have  not 
made  arw  attempt  to  find  out  what  is  really  going  on  in  the  institu- 
tion, and  that's  an  indictment  both  of  the  directors  and  of  the  man- 
agement who  have  not  made  their  directors  aware  of  what's  going 
on. 

Then  there  is  the  case  of  the  raid  that  we  saw  so  oft^n  in  the 
S&L's  where,  really,  thugs  got  into  the  directorate  and  manage- 
ment of  £in  institution  and  raided  it,  milked  it  to  their  own  advan- 
tage. 

And  then  there  is  the  whole  area  of  serious,  genuine  business 
judgments  that  go  wrong.  And  that's  where  the  rubber  hits  the 
road,  in  terms  of  trying  to  differentiate  here  whether  we're  being 
too  aggressive  or  not. 

Mr.  Spratt.  Do  you  think  the  fear  of  these  penalties  that  are 
written  in  black  and  white  in  the  United  States  Code  is  causing 
banks  to  be  risk  averse  and  lend  less? 

Mr.  La  Ware.  I  know  people  who  have  been  invited  to  be  direc- 
tors of  banks,  whose  lawyers  have  told  them  not  to  do  it  on  their 
life. 

Mr.  Spratt.  Mr.  Coonley,  I  notice  you're  nodding  in  assent.  Have 
you  seen  this  in  your  observation  of  field  examinations  that  are 
coming  back  in? 

Mr.  Coonley.  Absolutelv.  In  fact,  when  I  think  about  the  cumu- 
lative effect  of  regulatory  burden,  I  think  that's  the  key  issue,  that 


166 

we  have  put  banking  supervision  into  the  law.  Evenr  aspect  of 
bank  supervision  is  now  covered  under  FIRREA  or  FDICIA,  So 
when  you  get  in  a  discussion  with  an  examiner  about  a  problem, 
you're  not  talking  about  a  problem  or  an  issue;  you're  talking  about 
a  violation  of  regulation  or  a  violation  of  law,  which  subjects  the 
banker  to  civil  money  penalties,  if  the  agency  wants  to  pursue  it, 
and  those  are  public. 

So  any  person  working  in  a  bank  or  serving  as  a  director  is  going 
to  think  long  and  hard  about  everv  loan  he  or  she  makes.  If  ne  or 
she  makes  a  real  estate  loan,  will  it  violate  the  appraisal  regula- 
tion, will  it  violate  this  regfulation,  will  it  violate  that  repfulation? 
All  of  these  provisions  in  the  law,  tnere's  nothing  wrong  with  them; 
there's  nothing  wrong  with  the  regulations.  But  the  reason  this 
four-lane  highway  someone  talked  about  ends  up  as  a  dirt  road  is 
because  people  don't  want  to  violate  the  law  and  end  up  subject  to 
a  penalty. 

We  have  very  strong  due  process  in  our  organization  to  deter- 
mine whether  to  assess  a  civil  money  penalty.  It  has  to  go  through 
committee  after  committee  before  anybody  can  issue  any  civil 
money  penalty.  But  any  time  a  director  sits  down  and  signs  a  call 
report,  ne  or  she  knows  that  if  it  is  wrong,  they  are  subject  to,  even 
though  it  wouldn't  happen,  a  million-dolTar-a-day  civil  money  pen- 
alty. Now,  they  are  not  going  to  sit  here  and  say,  "^Well,  I  don't 
think  the  OCC  examiner  is  going  to  take  me  to  task  on  that."  They 
are  going  to  be  extremely  careful. 

We  have  had  problems  already  with  the  appraisal  regulations, 
for  instance,  where  people  get  caught  up  in  the  minutiae.  They 
didn't  have  this  "i"  dotted,  or  they  didn't  have  that  "t"  crossed,  and 
so  thev  have  all  these  violations  of  the  regulations.  They  are  wor- 
ried about  correcting  those  violations,  when  in  fact  there  may  not 
be  a  darned  thing  wrong  with  the  appraisal  policies  in  that  bank 
or  their  appraisal  actions.  We  saw  an  examination  where  one  or 
two  appraisals  resulted  in  a  page  of  technical  violations. 

So  I  think  the  cumulative  effect  of  these  two  laws — the  human 
behavior  reaction — ^is  causing  a  lot  of  problems.  I  don't  know  how 
we  deal  with  that. 

Mr.  Spratt.  Well,  can  you  deal  with  it  bv  regulation,  or  does  this 
require  some  sort  of  statutory  modification? 

Mr.  CooNLEY.  I  believe  that  Congress  has  to  decide  whether  they 
want  to  supervise  the  banking  system  by  letting  the  regulators  do 
the  supervision  or  whether  they  want  to  supervise  the  banking  sys- 
tem by  regulation  and  law,  because  every  regulation  will  have  a 
f>enalty  associated  with  it.  No  matter  how  we  write  it,  every  regu- 
ation  will  have  a  penaltv  tied  to  it  for  violations. 

Mr.  Stone.  I  would  like  to  echo  what  Mr.  Coonley  is  sajdng  and 
tell  you,  in  a  certain  respect,  a  lazy  regulator  could  say  FDICIA 
helps  them  because  in  the  past  we  would  have  to  go  before  an  ad- 
ministrative law  judge  on  a  contested  enforcement  action  and  say, 
"This  is  unsafe  and  unsound,  and  here  is  why  it  is."  Now  we  can 
go  and  say,  **This  exceeded  80  percent.  We  rest  our  case." 

I  me£m,  the  onus  was  on  us  before.  This  scares  the  bankers,  iust 
as  Don  says.  "My  goodness,  good  judgment  tells  me  I  should  go 
over  the  g^deline.  I  know  this  borrower.  I  should  loan  them  85 
percent  on  this.  'The  gfuideline  says  80.  I'm  not  going  to  lose  any 
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money,  but  I  don't  want  to  get  sued.  Why  should  I  put  my  personal 
net  worth  on  the  line?"  I  think  that  is  having  a  big  effect. 

Mr.  Steinbrink.  One  of  the  problems  that  relates  to  both 
FIRREA  and  FDICIA  is  that  legislation  has  become  more  and  more 
specific  in  its  terms.  In  the  golden  olden  days,  if  that's  what  they 
were,  legislation  was  not  as  specific.  When  you  make  legislation 
specific,  everything  that  is  in  those  laws  we  must  apply  not  just  to 
the  worst  banks  in  this  country,  but  to  every  bank  in  this  coimtry, 
and  that  has  a  deterring  effect  on  them. 

Mr.  Spratt.  One  final  question:  Mr.  Kennedy  raised  the  question 
of  the  leverage  capital  requirements  being  exceptional  for  this 
country.  Would  any  of  you  please  comment  on  that  as  a  possible 
means  of  alleviating  the  credit  situation? 

Mr.  LaWare.  I  would  like  to  very  much  because  I  think  the  le- 
verage capital  ratio  has  been  somewhat  misunderstood. 

Mr.  Spratt.  Would  you  define  it,  please?  It  would  be  helpful  to 
some  of  us. 

Mr.  LaWare.  Well,  it's  equity  capital  to  total  assets.  And  it  is  not 
a  derivative  of  the  Basle  compact.  It  is,  however,  a  derivative  of  a 
deficiency  in  the  Basle  risk-based  capital  standards. 

When  we  were  first  thinking  about  how  to  apply  them  to  the 
U.S.  banking  system,  we  recognized  that  there  was  no  provision  in 
the  risk-based  standards  for  interest  rate  risk.  The  Basle  commit- 
tee has  been  working  on  trjdng  to  develop  an  interest  rate  risk  allo- 
cation of  capital  under  the  risk-based  standards,  but  they  are  still 
a  long  way  from  being  able  to  do  that. 

So,  initially  what  we  were  trying  to  do  was  to  put  a  capital 
standard  in  there  that  would  recognize  that  a  bank,  even  with  a 
very  high  CAMEL  rating,  could  have  a  significant  amount  of  inter- 
est rate  risk  which  was  not  otherwise  covered  by  the  risk-based 
capital.  So  we  agreed  that  3  percent  was  the  appropriate  minimum 
and  that  banks  that  had  1  and  2  CAMEL  ratings  could  be  allowed 
to  operate  with  a  3-percent  leverage  ratio. 

We  also  said  that  for  banks  that  wanted  to  grow,  or  banks  that 
had  lower  CAMEL  ratings,  we  would  be  looking  for  100  to  200 
basis  points  higher  leverage  ratios. 

Now,  the  leverage  ratio  has  been  formalized  in  the  early  inter- 
vention-prompt corrective  action  scheme  in  the  following  way. 
**Well  capitalized"  means  10-percent  total  capital,  6-percent  tier  1 
capital,  and  a  5-percent  leverage  ratio. 

It  is  our  feeling,  at  least  I'm  speaking  for  the  Federal  Reserve, 
and  I  think  the  other  agencies  agree,  tnat  if  we  can  agree  on  a 
standard  for  interest  rate  risk,  a  regulation  for  interest  rate  risk 
that  would  apply  across  the  board  to  all  the  institutions,  that  we 
could  then  contemplate  doing  away  with  the  leverage  ratio  entirely. 

Now,  there  is  some  disagreement.  I  think  my  colleague  on  the 
right  would  have  a  slightly  different  viewpoint  on  this.  But  that's 
one  of  the  things  that  we're  working  on. 

Mr.  Spratt.  If  you  had  a  provision  for  interest  rate  risk  in  the 
risk-based  capital  standards,  then  there  would  be  less  incentive  to 
hold  Government  securities.  You  would  narrow  the  spread  or  the 
advantage. 

Mr.  LaWare.  Well,  the  whole  question  of  Government  securities 
holding  is  a  different  issue.  Let's  not  muddy  the  water  with  that 


168 

one  right  now.  Maybe  Mr.  Stone  would  like  to  comment  on  the 
FDIC  position. 

Mr.  Stone.  I  was  going  to  bring  that  in  because  we  have  heard 
just  that  argument.  It's  a  combination  perhaps  of  the  risk-based 
guidelines,  because  some  recent  figfures  that  we  provided  to  a  Mem- 
ber of  Congress  on  request  seems  to  point  out,  at  least,  and  it's  not 
ftilly  fleshed  out,  that  the  risk-based  may  be  more  of  a  constraint 
than  leverage.  Because  if  you  add  the  risk-based  to  the  regulatory 
cost,  the  burden — ^in  other  words,  if  I  have  a  choice  of  making  a 
loan  to  a  small  business,  but  I'm  going  to  have  to  risk-rate  them 
at  100  percent,  and  I'm  kind  of  tight  on  my  risk-based  capital  now, 
I'm  also  going  to  incur  all  those  overhead  costs,  if  I  can't  pass  them 
along  to  the  consumer — I'll  pass  them  along  as  much  as  traffic  will 
let  me  bear — ^but  I'm  going  to  have  overhead  costs  of  collecting  and 
servicing  as  long  as  that  loan  is  outstanding. 

My  alternative  is  to  invest  in  a  U.S.  Treasury  security.  All  I  do 
is  buy  it,  and  maybe  somebody  cuts  a  coupon  with  a  pair  of  scissors 
every  6  months.  That's  not  real  expensive. 

So  I  can  invest  10  times  as  much,  if  I  have  the  liquidity,  that 
I  would  give  that  small  businessman  into  a  Grovemment  security. 
What's  my  return  on  capital?  Much  better  for  me  to  go  into  the 
Grovemment  security  with  a  narrower  margin,  on  a  dollar-for-dollar 
basis.  But  because  I  can  loan  much  more,  my  return  on  capital  is 
much  higher  and  no  increased  overhead  cost. 

So  it's  the  combination,  I  think,  that  could  possibly  work  against 
the  credit  crunch. 

Mr.  Steinbrink.  I  haven't  discussed  this  issue  with  Congressman 
Kennedy,  but  the  OCC  has  always  thought  that  the  leverage  ratio 
should  be  3  percent.  Going  forward,  I  think  after  we  have  an  inter- 
est rate  component  in  place,  we  should  not  have  a  leverage  ratio. 

Mr.  Spratt.  Mr.  ZeliflF. 

Mr.  CooNLEY.  Could  I  add  one  thing  to  this? 

Mr.  Spratt.  Beg  your  pardon.  Certainly,  Mr.  Coonley. 

Mr.  Coonley.  I  just  wanted  to  point  out  that  there  was  a  time 
when  there  was  no  law  about  how  much  capital  a  bank  had  to 
have.  I'm  not  sure  there  is  any  other  industry  in  this  country  that 
has  a  law  on  the  books  about  how  much  capital  you  have  to  have. 
But  in  a  bank  now,  if  you  don't  have  X  amount  of  capital  that  we, 
in  our  wisdom,  have  decided  is  enough,  you  have  violated  a  law  or 
regulation,  and  all  those  penalties  I  talked  about  come  into  play. 
So  when  we  talk  about  capital  ratios  in  the  law,  we  are  talking 
about  how  we  want  to  supervise  the  banking  system. 

Mr.  Spratt.  I  think  that's  true,  but  there  is  also  hardly  any 
other  business  in  this  country  that  comes  to  mind  which  has  Gov- 
ernment insurance.  And  I  think  what  we  have  found  in  the  last  10 
years  is  that  all  ttie  safety  and  soundness  guidelines  we  have  fol- 
lowed haven't  been  enough.  I  think  the  examiners  have  done  an 
earnest  job,  but  there  are  limits  of  examination,  limits  of  due  dili- 
gence. 

So,  if  you  have  that  capital  base  there,  you  have  a  margin  for 
error  in  your  examination  process,  which  means  you  can  be  a  little 
more  lenient  about  the  judgments  you  make,  because  you  know 
that  there  is  downside  protection  if  you  are  wrong. 

Mr.  Zeliflf. 
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Mr.  Zeliff.  Mr.  Chairman,  as  we're  getting  ready  to  wrap  things 
up,  I  would  like  to  mention  that  we  had  a  hearing  up  in  New 
Hampshire  2  weeks  ago.  As  chairman  of  the  Republican  Task  Force 
on  Tax  Policy  and  Job  Creation,  we  had  seven  of  our  colleagues  up 
in  Manchester  dealing  with  these  very  same  issues.  I  was  wonder- 
ing if  you  would  be  willing  to  let  me  put  that  testimony  in  the 
record  as  it  applies  to  the  issue  that  we're  talking  about  right  now. 

Mr.  Spratt.  Certainly,  Certainly. 

[The  statements  referred  to  were  submitted  as  an  attachment  to 
Mr.  Zeliff  s  prepared  statement  which  appears  in  pages  8-28.] 

Mr.  Spratt.  If  there  are  no  further  questions  and  no  ftirther 
comments  from  our  panel,  let  me  thank  you  all  for  coming,  for  par- 
ticipating. And  while  "forbearance"  is  not  a  word  that  is  widely  ap- 
Ereciated  anymore,  we  appreciate  your  patience  and  forbearance 
eing  here  today,  too. 

For  those  here,  let  me  remind  you  that  we  have  3  more  days  of 
hearings:  Tuesday  afternoon,  March  23;  Wednesday  morning, 
March  24;  and  another  day  to  be  scheduled. 

[Whereupon,  at  12:30  p.m.,  the  subcommittee  adjourned,  to  re- 
convene March  23,  1993,  at  10:30  a.m.] 


THE  CREDIT  CRUNCH  AND  REGULATORY 
BURDENS  IN  BANK  LENDING 


TUESDAY,  MARCH  23,  1993 

House  of  Representatives, 
Commerce,  Consumer,  and 
Monetary  Affairs  Subcommittee 
of  the  Committee  on  Government  Operations, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:30  a.m.,  in  room 
2247,  Raybum  House  Office  Building,  Hon.  John  M.  Spratt,  Jr. 
(chairman  of  the  subcommittee)  presidmg. 

Present:  Representatives  John  M.  Spratt,  Jr.,  Majorie  MargoHes- 
Mezvinsky,  C.  Christopher  Cox,  Christopher  Shays,  and  WilHam  H. 
ZeHflF,  Jr. 

Also  present:  Theodore  J.  Jacobs,  staff  director;  Thomas  S.  Kahn, 
chief  counsel;  Donald  P.  Tucker,  chief  economist;  Richard  W.  Peter- 
son, counsel;  Sandra  Knox,  assistant  clerk;  and  Doug  Riggs,  minor- 
ity professional  staff.  Committee  on  Government  Operations. 

Mr.  Spratt.  Today  the  Commerce,  Consumer,  and  Monetary  Af- 
fairs Subcommittee  continues  its  hearings  into  the  credit  cnmch, 
its  causes,  and  the  question  of  what  the  Government  can  do  about 
it. 

Last  week  we  heard  from  various  Members  of  Congress  who  have 
proposals  to  provide  regulatory  relief  to  hopefully  alleviate  the 
credit  crunch  itself  We  took  testimony  from  Senator  Shelby  and 
from  Congfressman  Bereuter  who  have  similar  bills  to  deal  with 
this  problem.  And  we  also  heard  from  Representatives  LaFalce  and 
Kennedy,  and  from  Charles  Bowsher,  Comptroller  General  of  the 
United  States,  and  representatives  of  the  most  directly  aifected 
regulatory  agencies,  the  Federal  Reserve  Board,  the  Office  of  the 
Comptroller  of  the  Currency,  and  the  FDIC.  All  testified  at  the 
hearing. 

We  heard  the  first  congressional  comments  on  this  issue  from  an 
important  administration  representative.  Deputy  Secretary  of  the 
Treasury  Roger  Altman.  Secretary  Altman  provided  the  details  of 
the  five  parts  of  the  plan  which  could  be  carried  out  by  the  regu- 
latory agencies  alone  without  statutory  changes,  in  order  to  loosen 
up  the  flow  of  credit  for  small  and  medium-sized  businesses. 

Today,  we  will  hear  from  a  panel  of  bankers  who  can  relate  their 
experiences  and  the  experiences  of  their  colleagues  in  lending  to 
small  and  medium-sized  businesses  in  the  face  of  regulatory  re- 
quirements that  are  imposed  on  them  today.  All  of  our  banking 
witnesses  today  are  what  we  might  call  working  bankers,  and  hav- 
ing been  one  myself  I  use  the  word  "working^  respectfully.  They 
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can  relate  to  the  experience  of  many  other  bankers,  relate  them  to 
us. 

We  are  fortunate  to  have  them  come,  and  as  the  lead  witness  on 
our  first  panel  we  have  the  president  of  the  American  Bankers  As- 
sociation, and  an  Arkansas  banker,  Mr.  William  H.  Brandon.  He 
made  a  statement  at  the  economic  summit  some  months  ago  down 
in  Little  Rock  to  the  effect  that  if  we  had  the  right  kind  of  regu- 
latory relief,  we  could  pump  as  much  as  $86  billion,  I  believe  the 
number  was,  of  new  credit  into  our  economy  and  give  it  a  boost  and 
hopefully  pick  up  the  pace  of  economic  growth  as  a  result. 

Other  banking  witnesses  represent  lending  institutions  of  var- 
ious sizes,  from  various  parts  of  the  country.  We  welcome  all  of 
them  here,  and  we  look  forward  to  their  testimony. 

Second,  we  will  have  a  panel  of  witnesses  who  represent  the  ap- 
praisal industry.  If  the  regulatory  burden  in  the  eyes  of  the  agen- 
cies has  a  bete  noire  they  have  identified  specifically,  it  is  the  re- 
cently enacted  requirement  that  independent  appraisals  be  ob- 
tained before  mortgage  lending  can  be  made  on  real  estate  loans 
of  a  certain  size. 

Mr.  Altman  specifically  said  the  current  regulatory  burden  is 
particularly  heavy  for  loans  that  are  secured  by  real  estate  where 
the  loan  is  primarily  for  a  business  purpose,  and  the  real  estate  is 
supplemental  or  secondary  collateral.  The  present  threshold  for  the 
requirement  of  an  appraisal  is  a  loan  of  $100,000,  but  many  believe 
it  should  be  raised  to  $250,000  due  to  the  transactional  cost  of  con- 
ducting appraisals. 

He  had  other  proposed  cutbacks,  and  I  am  sure  they  will  be  dis- 
cussed today  in  detail  by  our  witnesses  from  the  appraisal  indus- 
try. 

This  subcommittee  is  following  the  appraisal  debate  with  more 
than  just  passing  interest,  because,  as  you  know,  the  appraisal  bill 
provisions  of  FIRREA  were  drafted  and  reported  out  by  this  sub- 
committee, and  originated  with  our  former  chairman,  Doug  Bar- 
nard. 

Let  me  turn  to  Mr.  Chris  Cox,  who  is  the  ranking  Republican 
member  of  this  subcommittee,  for  any  comments  he  would  like  to 
make. 

Chris. 

Mr.  Cox.  I  thank  the  chairman,  and  I  want  to  congratulate  once 
again  Congressman  Spratt  for  scheduling  these  hearings,  which 
Congpressman  ZelifF  and  I  and  all  the  rest  of  the  members  of  this 
panel  are  equally  interested  in. 

There  is  no  question  that  small  business,  which  drives  America's 
job  growth,  is  still  having  trouble  getting  loans.  According  to  For- 
tune magazine  and  Arthur  Andersen's  Enterprise  Group,  23  per- 
cent of  small  businesses  that  applied  for  loans  in  1991-92,  were 
turned  down. 

Since  1989 — and  I  don't  think  that  this  is  unrelated — Congress 
has  imposed  over  100  new  regulatory  burdens  on  banks.  In  1991 
alone,  it  took  41,000  full-time  bank  employees  at  an  estimated  cost 
of  $10  billion  to  comply  with  these  requirements. 

'That  is  perhaps  why  Richard  Kovacovich,  the  president  of 
Norwest  Bank,  said  recently  that  bankers  are  "wary  of  tEiking  a 
chance  on  anything  less  than  the  most  sterling  credit."  He  said. 
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"Bankers  worry  that  examiners  are  going  to  come  in  with  both  bar- 
rels blasting  EUid  shoot  everyone  in  sight." 

The  multiple  layers  of  regulation  are  also  directly  related  to  this 
problem  through  the  four  agencies  and  organizations  that  police 
the  banking  industry:  FDIC,  the  Fed,  OTS,  and  the  Comptroller  of 
the  Currency.  It  is  not  unusual  for  one  regulator  to  bump  into  an- 
other as  they  enter  the  bank. 

Today,  our  two  panels  represent  the  banking  industry  and  the 
appraisal  industry.  As  the  chairman  noted,  this  subcommittee  has 
a  long  history  with  appraisal  laws  and  with  FIRREA  in  particular. 
I  am  looking  forward  to  hearing  the  testimony  today  from  both  of 
our  panels,  and  I  notice  that  in  many  cases  they  will  agree  on  the 
need  to  eliminate  burdensome  regulation. 

I  also  notice  from  the  written  testimony  that  our  panels  are 
going  to  differ  on  the  need  to  modify  the  title  11  de  minimis  stand- 
ards on  appraisals.  I  look  forward  to  hearing  their  testimony  on 
this  point  as  well  as  on  other  important  points,  and  I  welcome  you 
all  here  today  to  hear  your  views. 

Thank  you. 

Mr.  Spratt.  Thank  you,  Mr.  Cox. 

Mr.  Zeliff  was  unable  to  make  an  opening  statement  at  our  last 
hearing  because  we  were  cramped  for  time,  but  I  would  like  to  give 
him  an  opportunity  and  introduce  him  to  you  by  saying  he  has 
been  both  a  large  and  small  businessman.  He  runs  a  small  busi- 
ness today  in  New  England. 

Mr.  Zeliff. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman.  I  will  be  very  brief 

I  have  been  involved  with  business  for  34  years;  the  last  17,  in 
three  businesses  in  northern  New  Hampshire,  in  the  White  Moun- 
tains. As  you  know,  in  our  State,  30  percent  of  our  State  banking 
assets  changed  hands  before  we  even  dealt  with  FIRREA  and 
FDICIA. 

We  had  a  hearing  2  weeks  ago  in  Manchester.  Seven  of  my  col- 
leagues came  up  to  that  city,  and  we  took  testimony  from  bankers 
to  small  business  people,  to  people  like  the  building  industry  and 
the  hospitality  association.  We  in  this  country,  and  also  in  New 
Hampshire,  are  looking  to  see  the  economy  turn  around  with  small 
business  providing  80  percent  of  the  jobs.  Until  we  have  capital, 
this  isn't  going  to  happen. 

So  I  look  forward  to  this  hearing.  I  look  forward  to  dealing  with 
the  Treasury  and  the  FDIC.  Last  week  we  heard  some  of  their 
views  on  the  introduction  of  the  so-called  character  lending.  We 
certainly  look  forward  to  hearing  some  of  your  views  on  that.  But 
the  big  thing  is  that  a  lot  of  banks  in  our  State  claim  that  the  regu- 
lators are  causing  them  to  not  do  the  kind  of  lending  that  they 
have  done  in  the  past. 

The  regulators  tell  us  it  is  the  Members  of  Congress  that  are 
passing  the  tough  laws.  At  some  point,  I  hope  we  can  put  common 
sense  back  in  the  system  and  put  the  banking  industry  back  into 
the  business  of  lending  to  qualified  borrowers. 

I  look  forward  to  this,  and  I  congratulate  you  for  calling  this 
hearing. 

[The  prepared  statement  of  Mr.  Zeliff  follows:] 
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Thank  you,  Mr.  Chairman,  and  I  am  once  again  happy  to  be  here  to 
discuss  the  credit  crunch.    I  found  last  week's  hearing  to  be  extremely 
productive,  and  I  look  forward  to  hearing  today's  testimony  as  well. 

As  many  of  you  know,  my  home  state  of  New  Hampshire  has  been  hit 
especially  hard  as  a  result  of  a  number  of  factors  —  not  the  least  of  which 
was  the  introduction  of  FIRREA  at  a  time  when  our  real  estate  market  and 
banks  were  already  in  serious  trouble. 

New  Hampshire  was  already  in  the  midst  of  one  of  the  deepest 
recessions  most  of  us  could  remember  during  the  implementation  of 
FDICIA.    As  one  witness  at  a  hearing  I  recently  held  on  this  very  subject 
stated,  FDICIA  "was  like  pouring  gasoline  on  the  fire." 

Under  the  many  new  regulations,  including  increased  capital 
requirements,  the  New  Hampshire  economy  went  through  not  just  a  cyclical 
decline,  but  a  structural  collapse.    At  a  time  when  banks  should  have  been 
building  capital  to  absorb  losses,  they  were  required  to  build  capital  in  order 
to  conform  to  new  federal  laws. 

The  banking  industry,  and  with  it  the  New  Hampshire  economy, 
plunged  into  a  recession.    The  FDIC  took  over  5  of  7  state  banks,  and  held 
30%  of  New  Hampshire's  total  banking  assets.    As  a  result,  we  have  yet  to 
see  the  type  of  recovery  we  are  currently  seeing  on  a  national  scale. 

In  other  words,  Mr.  Chairman,  I  have  been  integrally  involved  in  this 
debate  from  the  beginning. 


For  these  reasons,  I  am  looking  forward  to  today's  hearings.    We  need 
to  begin  to  look  out  how  to  peel  away  some  of  these  regulations  and  make 
way  for  more  loans  to  our  nation's  small  business,  which  is  the  lifeblood  of 
our  nation's  economy. 
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I  believe  President  Clinton  is  on  the  right  track  with  his  call  for  reform, 
and  we  heard  a  lot  about  his  proposals  last  week.    Today  we  begin  to  hear 
from  "outside  the  beltway,"  we  will  hear  how  these  regulations  are  hurting 
our  economy,  and  how  we  can  bring  those  regulations  back  under  control. 

It  is  beyond  clear  that  something  needs  to  be  done,  Mr.  Chairman,  and 
I  look  forward  to  today's  testimony  as  a  means  toward  that  end. 

Thank  you  Mr.  Chairman. 
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Mr.  Spratt.  Thank  you. 

Let  me  call  our  first  panel,  which  consists  of  Mr.  William  H. 
Brandon,  president  and  cnief  executive  officer,  First  National  Bank 
of  Phillips  County,  Helena,  AR,  and  president,  American  Bankers 
Association;  Mr,  Richard  L.  Thomas,  chairman  and  CEO  of  First 
Chicago  Corp.,  and  the  president-elect  of  the  Association  of  Reserve 
City  Bankers;  and  finally,  Mr.  James  R.  Lauffer,  who  is  the  chair- 
man, president,  and  chief  executive  officer  of  First  National  Bank 
of  Herminie,  Irwin,  PA,  and  he  is  also  tJie  president  of  the  Inde- 
pendent Bankers  Association. 

Mr.  Lauffer,  welcome.  We  are  glad  to  have  you. 

Let's  start  with  Mr.  Brandon.  All  of  you  have  prefiled  your  testi- 
mony. As  a  procedural  matter,  we  will  make  each  of  your  testi- 
monies part  of  the  record  as  it  is  prefiled,  and  we  will  allow  you 
to  summarize  it  or  read  it  as  you  see  fit. 

Mr.  Brandon,  the  floor  is  yours. 

STATEMENT  OF  WILLIAM  H.  BRANDON,  JR.,  PRESIDENT  AND 
CHIEF  EXECUTIVE  OFFICER,  FIRST  NATIONAL  BANK  OF 
PHILLIPS  COUNTY,  HELENA,  AR,  AND  PRESIDENT,  AMER- 
ICAN BANKERS  ASSOCIATION 

Mr.  Brandon.  Thank  you,  Mr.  Chairman. 

First  of  all,  let  me  say  this  committee  has  a  good  reputation  for 
digging  in  and  finding  out  where  the  real  world  is.  So,  Mr.  Zeliflf, 
I  truly  hoi>e  you  can  find  a  way  to  get  back  to  common  sense  in 
banking.  That  is  a  very  important  statement,  and  we  need  to  do 
that. 

Mr.  Cox,  I  will  tell  you,  I  will  agpree  with  you.  I  think  there  are 
small  businesses  not  getting  loans  that  should  get  loans,  and  that 
is  one  of  the  things  we  will  talk  about  today.  We  will  try  to  give 
you  an  idea  of  where  we  think  the  problems  are  and  what  we  ought 
to  do  about  the  problems. 

If  I  could  start  off  with  the  comments  that  were  made  by  the 
three  of  you,  I  totally  agree  that  somewhere  we  have  got  to  find 
out  what  is  causing  bank  lending  to  be  down  as  much  as  it  is  down. 
And  I  think  we  need  to  find  some  consistency. 

And  by  consistency,  we  have  got,  for  example,  the  President  of 
the  United  States  saying  that  he  is  ^oing  to  do  something  about 
the  regulatory  burden  from  the  administrative  side,  and  that  is 
very  good.  On  the  other  hand,  we  have  got  the  head  of  the  GAO 
coming  out  and  saying  that  he  doesn't  think  that  we  are  doing 
enough  at  the  present  time  and  that  we  need  to  do  even  more. 
Then  we  have  got  a  third  part  of  the  equation  right  now,  the  FDIC, 
and  in  their  most  recent  announcement  they  said  the  fund  appears 
to  be  taking  more  in  than  it  is  sending  out  again. 

So  we  have  got  a  lot  of  factors  out  there.  We  need  to  find  a  way 
to  pull  them  together  and  to  pull  them  in  one  cohesive  direction 
that  would  allow  the  small  business  and  character  loans  in  this 
country  to  be  made  again.  And  I  think  that  is  extremely  important. 
I  think  the  banking  industry,  the  commercial  banking  industry, 
has  been  the  engine  for  that  all  of  these  years,  and  it  is  the  only 
real  engine  going  for  it. 

I  would  like  to  point  out  that  I  don't  believe  there  is  any  one 
magic  bullet  that  we  can  do.  There  is  not  one  single  thing  we  can 
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do  to  reverse  the  years  of  what  I  consider  overreaction  on  regula- 
tion's part.  We  need  to  do  maybe  a  hundred  things  instead  of  one 
thing  mat  will  do  100-percent  correction.  That  is  Kind  of  the  thing 
we  ought  to  talk  about  today. 

Let  me  give  you  an  example.  This  was  the  Comptroller's  hand- 
book 20  years  ago,  in  1973.  It  is  the  Comptroller's  Handbook  of  Ex- 
amination Procedures.  As  you  can  see,  I  was  in  banking  at  that 
time  and  I  want  you  to  know,  I  thought  this  was  a  very  difficult 
thing  to  comply  with.  That  was  20  years  ago. 

At  present,  these  are  the  Comptroller's  handbooks,  compliance 
books,  manuals,  and  Handbook  for  National  Examiners  [pointing  to 
a  large  stack  of  books].  This  has  taken  the  place  of  this.  As  you  can 
see,  tnat  is  a  tremendous  difference  in  what  a  bank  is  expected  to 
keep  up  with,  what  a  regulator  is  supposed  to  keep  up  with,  and 
the  different  laws  and  regfulations  that  are  applied  to  the  consum- 
ers themselves  that  are  trying  to  get  credit  on  a  reasonable  basis. 

Recently,  in  FDICLA  and  tefore  that,  in  December,  we  decided 
real  estate  ought  to  be  looked  at  from  a  different  perspective  and 
maybe  commercial  lending  that  had  real  estate  involved  in  it 
should  be  looked  at  from  a  different  perspective,  and  the  exemption 
on  commercial  loans  and  real  estate  were  removed. 

Before  that — and  after  that,  we  had  FDICLA  come  along  and  say 
that  the  regulators  had  to  require  that  the  banks  have  a  policy  to 
see  that  we  comply  with  the  guidelines.  This  was  the  policy  of  a 
bank  in  Arkansas,  up  imtil  last  Friday  [displaying  a  small  booklet]. 
It  is  12  pages  long.  And  this  is  what  their  loan  officers  used  to 
make  sure  Uiey  follow  the  guidelines  as  far  as  what  you  could  lend 
on  various  kinds  of  real  estate,  what  percentage  of  the  real  estate 
you  could  lend,  how  you  comply  with  that.  That  was  what  they 
used  up  to  last  Friday.  Starting  Monday,  this  is  what  they  have  to 
use  [indicating  a  much  larger  publication]. 

I  will  have  to  tell  you  tne  truth.  While  this  looks  thick,  this  is 
not  complete.  They  still  feel  like  they  have  40  to  50  pages  to  go, 
so  their  attorneys  will  feel  like  they  are  in  compliance  with  the  reg- 
ulations that  just  came  from  the  Comptroller's  office. 

The  reason  I  mention  that  is  that  every  time  you  make  a  loan 
and  you  involve  real  estate,  you  have  to  comply  with  this  thing. 
Now,  Dick  has  ^ot  one  in  his  bank,  but  it  is  about  4  inches  thicker 
than  this,  but  his  bank  is  a  little  larger  than  the  bank  in  Arkansas. 
But  if  you  have  to  comply  with  this  thing,  it  is  going  to  be  almost 
impossible  to  do. 

Now,  what  effect  is  that  going  to  have?  I  don't  know.  A  small 
bank  in  Tennessee  that  is  a  1-rated  bank,  they  have  always  had 
a  great  lending  record,  they  have  never  had  much  in  the  way  of 
losses,  they  used  to  have  a  policy  that  was  eight  pages.  This  one 
is  12.  It  was  a  little  bit  less  than  this.  But  despite  having  only 
eight  pages,  they  only  lost  3  basis  points  on  this  type  of  lending, 
year  cuter  year  after  year.  That  is  three-tenths  of  1  percent.  So 
clearly  they  were  doing  a  really  good  job  all  of  these  years. 

They  now  have  to  have  over  100  pages  of  this  same  type  policy 
to  comply  with  that  one  section,  that  one  section,  which  is  304  of 
FDICIA.  Just  one  little  section  is  going  to  do  that. 

In  talking  to  them,  they  told  me  they  are  going  to  have  to  do  one 
of  two  things.  They  are  either  going  to  have  to  add  30  percent  to 
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their  staff,  and  that  staffs  job  would  not  be  to  wait  on  any  new 
customers;  it  would  be  to  go  through  their  100-page  manual  on 
every  loan  tiiey  made  that  had  real  estate  in  it,  one  to  four  fami- 
lies. 

Let  me  tell  vou,  in  small  town  America,  most  of  these  kind  of 
loans  involve  that  type  of  financing,  because  rarely  does  the  person 
have  the  equity  to  put  up.  Normally  he  puts  up  the  only  asset  he 
has  got  with  any  equity  in  it,  and  that  is  going  to  be  one  to  four 
real  estate,  whether  it  is  his  house  he  lives  in  or  whether  it  is  the 
house  he  bought  or  rents,  that  is  what  it  is  going  to  be.  They  are 
going  to  have  to  add  one-third  or  30  percent  to  their  staff  just  to 
go  through  and  check  off  the  things  that  are  required. 

You  have  got  to  have  RESPA  in  there,  you  have  got  to  have  all 
these  flood  control  regulations  in  there.  Somebody  has  got  to  do 
nothing  but  check  that  off.  It  concerns  them  that  that  is  going  to 
slow  the  pipeline  wav  down,  because  they  will  have  to  check  all 
this  off,  fill  in  all  of  tne  holes,  on  a  piece  of  property  that  is  a  com- 
mercial loan. 

Their  alternative  to  that,  according  to  the  loan  officers,  would  be 
to  see  one-half  as  manv  customers  as  they  are  presently  seeing  in 
order  to  be  able  to  back  up  and  fill  in  all  of  the  forms  themselves. 

Now,  I  think  probably  what  they  will  end  up  doing  is  somewhere 
in  between  the  two.  What  thev  will  end  up  doing  is  they  will  prob- 
ably add  a  few  people  and  probably  slow  down  and  let  the  loan  offi- 
cers do  more.  But  the  net  of  that  is  there  is  going  to  be  less  lending 
in  a  bank  that  has  absolutely  no  reason  from  their  history  to  have 
more  of  this  kind  of  just  redundant  paperwork. 

Let  me  give  you  another  example.  In  my  bank,  I  have  got  a  fam- 
ily that  owns  a  building  that  came  up  with  the  idea  that  they 
should  start  a  day-care  center.  I  am  in  the  rural  part  of  Arkansas, 
a  town  with  a  population  of  20,000,  in  the  delta  area.  And  the  day- 
care center  they  wanted  to  start  was  novel  and  unique  because  it 
was  an  adult  day-care  center.  And  we  have  a  lot  of  elderly  people 
in  our  community  who  can't  be  left  at  home  by  themselves  because 
they  might  fall,  break  a  leg,  they  would  lay  tnere  all  day  long.  So 
they  were  going  to  start  this  day-care  center.  We  think  it  is  a  great 
idea.  It  happens  to  be  a  minority  family.  It  is  just  a  very  good  idea. 
But  we  have  turned  that  loan  down. 

The  reason  we  turned  the  loan  down  is  that  the  only  real  collat- 
eral we  have  in  the  case  of  this  loan  is  this  person's  real  estate. 
He  already  owns  the  building.  But  that  buildin^^  will  not  be  ap- 
praised for  nearly  enough  to  let  us  get  this  busmess  started  and 
get  it  going. 

If  we  run  over  the  appraisal,  and  we  would  run  120  percent  over 
the  appraisal  on  this  one  if  we  did  it,  we  will  be  in  violation  of  the 
guidelines.  And  if  you  are  in  violation  of  the  guidelines  you  can  be 
in  big  trouble. 

So  we  have  to  turn  the  loan  down.  We  would  like  to  make  this 
loan.  The  truth  of  the  matter  is,  the  way  we  would  make  it  in  this 
case,  we  would  take  the  real  estate  for  what  it  was  worth.  We 
think  that  would  leave  us  about  a  $20,000  exposure. 

We  have  looked  at  the  cash  flow.  There  is  no  past  history  on  this 
because  it  is  the  first  one.  But  we  have  looked  at  the  idea  and  the 
thought.  We  have  looked  at  the  person  who  would  take  the  loan. 
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We  have  decided  that  $20,000  we  would  make  on  a  character  loan 
basis.  And  we  would  simply  go  ahead  and  make  this  loan. 

We  have  not  made  it,  though,  because  the  only  way  I  can  make 
it  and  comply  is  to  not  take  the  real  estate.  I  would  like  to  take 
the  $20,000,  take  that  exposure,  because  if  I  don't — if  the  loan 
doesn't  work  out,  we  can  deal  with  the  $20,000.  That  is  what  we 
are  in  the  business  for.  That  is  within  our  range  of  risk  we  would 
take. 

Let  me  give  you  another  example.  A  young  man  we  have  done 
business  with  since  he  was  17  years  old,  we  bought  his  first  car  for 
him  so  he  could  go  into  the  newspaper  business.  We  helped  him  go 
to  college.  We  helped  him  start  a  small  business.  He  came  up  with 
an  idea  that  he  would  like  to  buy  a  truck  and  he  would  like  to  take 
this  truck  and  he  would  like  to  take  a  product  that  is  being  burned 
at  a  local  manufacturing  company,  transport  it  down  to  Greenville, 
MS,  and  sell  it  to  them.  The  person  that  is  burning  it  wins.  The 
company  in  Greenville  wins,  and  he  wins. 

Unfortunately,  if  you  take  a  truck  as  collateral,  a  truck  when  you 
get  it  back  won't  be  worth  any  more  than  50  cents  on  the  dollar, 
so  you  are  undercollateralized  on  the  loan  even  if  he  makes  a  20- 
percent  down  payment  on  the  truck.  But  it  won't  classify  as  a  loan 
under  today's  environment  because  this  is  a  character  loan  again. 
There  is  no  secondary  source  of  repayment  on  this  loan,  and  there 
is  no  3-year  history  on  this  loan.  So  we  turned  it  down. 

The  young  man  came  back.  The  loan  officer  thought  we  should 
be  making  this  loan.  We  turned  it  down  again  in  the  loan  commit- 
tee. He  brought  it  up  a  third  time.  We  turned  it  down  again.  He 
brought  it  up  a  fourth  time. 

Finally,  the  loan  committee  said,  "We  are  going  to  take  the  heat 
on  this  loan.  This  is  crazy.  This  is  the  kind  of  loan  that  creates 
jobs,  makes  things  happen,  and  it  is  absolutely  a  good  loan.  This 
young  man  is  going  to  pay  the  loan  back."  We  know  we  are  not 
going  to  lose.  We  were  afraid  it  would  get  us  in  trouble,  and  that 
is  why  we  were  turning  it  down. 

That  loan  would  be  classified  as^  substandard  in  today's  environ- 
ment because  there  is  no  secondary  source  of  repayment,  not 
enough  collateral,  and  there  is  no  3-year  history.  You  can't  have 
many  of  those  loans  before  you  are  in  big  trouble.  And  the  pressure 
comes  on  your  board,  the  pressure  is  already  on  your  lending  offi- 
cers, and  the  net  of  that  is  you  just  don't  make  these  kinds  of 
loans. 

Now,  I  feel  like  what  we  need  to  do,  Mr.  Zeliff,  is  to  get  back  to 
what  you  are  talking  about,  and  that  is  find  out  where  common 
sense  is  again,  find  out  where  reality  is  again.  We  should  start  to 
look  at  some  of  these  laws  that  we  feel  are  on  the  books  that  don't 
do  one  single  thing  for  safety  and  soundness,  and  take  a  look  at 
what  we  can  do  to  push  back  regulations  and  still  maintain  safety 
and  soundness. 

If  I  were  sitting  here  telling  that  you  I  thought  we  ought  to  go 
back  on  early  intervention,  if  I  were  telling  you  I  thought  we  ought 
to  go  back  on  the  capital  standards,  if  I  were  telling  you  I  thought 
we  ought  to  go  back  on  risk-based  premiums  or  some  control  on 
brokered  deposits,  I  would  see  why  you  would  say,  'Tou  are  trying 
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to  deregulate  this  industry."  I  haven't  said  any  of  that  in  my  entire 
testimony. 

I  have  said  I  beHeve  in  safety  and  soundness,  but  the  pendulum 
has  swung  too  far.  One  of  the  things  I  think  we  have  to  do  is  do 
something  about  the  C-SPAN  effect.  We  don't  have  that  here 
today,  but  in  the  past  the  attitude  of  the  Congress,  the  attitude  of 
the  GAO,  seems  to  be  that  we  want  to  take  the  risk  out  of  the 
banking  business.  And,  gentlemen,  we  are  in  a  manage-the-risk 
business  in  which  you  have  to  use  judgment. 

I  don't  think  any  of  the  things  we  are  talking  about  rolling  back 
do  anything  but  lessen  micromanagement  and  put  the  onus  back 
on  the  bankers  to  use  good  judgment.  There  are  plenty  of  rules, 
regulations  and  laws  on  the  books  to  allow  us  to  deal  with  banks 
that  don't  use  good  judgment.  And  all  the  banks  would  agree  with 
that. 

What  we  are  talking  about  doing  then  is  coming  back  and  finding 
the  real  world,  finding  the  reality,  finding  common  sense. 

I  would  ask  you  one  more  thing.  I  bet  all  five  of  you  know  bank- 
ers, a  lot  of  bankers.  My  contention  is  that  not  every  banker  is  per- 
fect. Not  any  banker  is  perfect.  But  my  contention  is  that  almost 
all  of  the  bankers  are  conscientious.  Almost  all  of  the  bankers 
know  what  to  do.  Almost  all  of  the  bankers  want  to  do  that;  they 
want  to  do  what  is  right  for  their  community.  They  want  to  have 
a  safe  and  sound  bank.  They  want  to  help  the  economy.  They  want 
to  do  their  function. 

And  if  that  is  true,  then  what  we  are  asking  you  all  to  do  is  take 
a  look  at  this  thing  from  the  standpoint  of  have  we  overregulated 
the  banks,  have  we  overemphasized  taking  all  the  risks  out  of  the 
business,  have  we  done  it  to  the  detriment  of  the  economy  and  our 
constituents,  and  is  there  a  way  to  roll  it  back?  We  think  there  is. 

We  support  H.R.  962  as  a  great  start,  and  we  would  ask  you  to 
consider  our  plea.  We  support  that  bill  and  ask  you  to  do  the  same. 

I  thank  you. 

[The  prepared  statement  of  Mr.  Brandon  follows:] 
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Mr.  Chairman,  I  am  William  Brandon,  President  and  CEO  of  the  First  National 
Bank  of  Phillips  County,  Helena,  Arkansas,  and  President  of  the  American  Bankers 
Association.  The  American  Bankers  Association  is  the  national  trade  and  professional 
association  for  America's  commercial  banks,  from  the  smallest  to  the  largest.   ABA 
members  represent  about  90  percent  of  the  industry's  total  assets.   Approximately  94 
percent  of  our  members  are  community  banks  with  assets  of  less  than  $500  million. 

I  am  delighted  to  be  here  today  to  talk  with  you  about  bank  regulation,  credit 
availability  and  the  economy.   I  congratulate  you,  Mr.  Chairman,  for  calling  this  hearing 
to  discuss  these  critical  issues. 

We  all  know  that  credit  availability  is  vital  to  a  healthy  economy  --  and  there  is  a 
growing  recognition  that  the  regulatory  regime  under  which  banks  operate  today  is  at 
least  partially  responsible  for  the  difficulty  many  borrowers  face  in  getting  the  credit  they 
need. 

Mr.  Chairman,  we  are  in  the  midst  of  what  I  hope  is  a  sea-change  in  the 
regulatory  environment  for  bank  lending.   It  is  increasingly  apparent  that  the  onslaught 
of  legislation  over  the  past  five  or  six  years  has  created  roadblocks  not  just  to  bank 
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lending,  but  to  economic  growth.   The  discussion  is  turning  from  "what  is  wrong?"  to 
"how  can  we  fix  it?"   I  believe  with  this  new  awareness  of  the  problems  confronting  us, 
we  can  work  together  to  find  appropriate  solutions. 

I  would  like  to  begin  my  discussion  today  with  a  brief  mention  of  three  recent 
events  that  I  believe  will  have  an  important  impact  on  the  availability  of  bank  credit. 
The  first,  of  course,  is  President  Clinton's  announcement  on  March  10  of  a  plan  to  help 
restore  balance  to  the  bank  regulatory  process.   We  commend  the  President's  initiative. 
We  believe  that  it  marks  a  positive  and  welcome  change  in  direction  in  bank  regulation, 
and  that  it  will  improve  the  climate  for  bank  lending,  especially  to  small  businesses. 

The  second  event  is  a  recent  report  by  the  GAO  concluding  that  bank  exams  are 
not  tough  enough,  and  that  examiners  are  not  doing  an  adequate  job  of  ferreting  out  risk 
in  bank  loan  portfolios.   I  cannot  over-emphasize  the  chilling  effect  this  report  and  its 
attendant  publicity  will  have  on  bank  lending.   The  message  this  report  sends  to  bank 
examiners  is  that  they  should  tighten  the  regulatory  choke-hold  on  banks.   This  is  in 
direct  contradiction  to  the  signals  coming  from  the  President.    I'm  afraid  that  the 
conflicting  messages  may  perpetuate  the  negative  lending  environment  and  reduce  the 
effectiveness  of  the  Administration's  regulatory  initiatives  to  increase  credit  availability. 

The  third  event  is  the  release  of  year-end  1992  statistics  by  the  FDIC  showing 
continuing  improvement  in  the  performance  of  the  banking  industry.  These  figures  leave 
little  doubt  that  the  Bank  Insurance  Fund  will  not  need  the  $30  billion  Treasury  line  of 
credit  established  in  FDICIA,  and  that  bank  insurance  premiums  will  provide  the  Bank 
Insurance  Fund  with  sufficient  resources  to  handle  future  bank  failures  as  they  occur.  In 
fact,  premiums  paid  by  banks  last  year  are  likely  to  exceed  costs  by  $1.5  billion.   This  is 
strong  evidence  that  we  cannot  continue  to  justify  the  current  intrusive,  micro- 
management-type  regulation  of  banks  as  necessary  to  protect  taxpayers. 
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Each  of  these  events  will  have  an  influence  on  the  course  of  regulatory  reform, 
and  I  will  discuss  them  more  fully  in  my  statement  this  morning.    But  if  there  is  one  key 
point  I  would  like  to  get  across  today,  it  is  the  need  for  consistency  -  the  Administration, 
the  regulators  and  the  Congress  must  send  a  consistent  message  that  banks  should  be 
permitted  to  exercise  their  own  business  judgment  in  loan  decisions.   I'm  here  to  ask 
Congress  to  take  legislative  action  to  reinforce  President  Clinton's  regulatory  initiative. 
The  banking  industry  strongly  supports  the  Economic  Growth  and  Regulatory  Paperwork 
Reduction  Act  of  1993  (H.R.962),  and  we  urge  Congress  to  act  quickly  to  pass  this 
important  piece  of  legislation. 

The  Current  Environment  for  Bank  Lending 

On  behalf  of  the  banking  industry,  I  applaud  the  President's  initiative  to  stimulate 
lending  by  eliminating  unnecessary  red  tape  on  banks.   I  believe  the  proposals  outlined 
by  the  President  will  allow  bankers  to  make  vitally  needed  loans  to  creditworthy 
borrowers  who  have  had  trouble  meeting  the  standards  under  the  current  regulatory 
regime.  The  ABA  has  worked  hard  to  make  banker  concerns  with  this  situation  known, 
and  we  look  forward  to  continuing  to  work  closely  with  the  Administration,  the  Congress 
and  the  regulatory  agencies  on  how  best  to  implement  the  broad  outline  for  regulatory 
reform  laid  out  by  the  President. 

Most  importantly,  the  President's  program  sends  the  right  message  -  banks  must 
be  allowed  to  exercise  judgement  in  lending  decisions,  and  banks  and  their  customers 
must  not  be  strangled  by  regulatory  red  tape.   The  pay-off,  in  the  President's  words,  will 
be  "the  kind  of  broad-based  economic  growth  that  benefits  all  of  us." 

However,  while  we  are  heartened  by  the  intent  of  the  President's  package,  these 
regulatory  efforts  must  be  accompanied  by  substantive  legislative  reforms  if  they  are  to 
be  truly  effective.   By  saying  this,  I  do  not  mean  to  lessen  the  importance  of  what  the 
President  announced,  but  rather  I  want  to  be  realistic.   Frankly,  we  must  be  concerned 
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with  the  ability  to  implement  the  proposed  changes.  The  Bush  administration  tried  to 
take  certain  actions  to  restore  balance  to  the  regulatory  process,  but  found  it  very 
difficult  to  convince  examiners,  who  implement  the  policies,  to  fully  carry  out  the 
changes. 

Certainly,  the  recent  statements  of  the  GAO  will  not  help  the  President's  effort  to 
restore  balance  to  the  bank  regulatory  process.   When  regulators  see  Congressional 
hearings  in  which  the  GAO  and  others  characterize  current  bank  examinations  as 
inadequate  and  examiners  as  lax  in  enforcing  the  regulations,  they  cannot  help  but  be 
affected.  I  call  this  the  "C-Span  effect". 

Put  yourself  in  the  position  of  an  examiner  --  at  the  same  time  the  President  is 
encouraging  you  to  allow  banks  to  exercise  reasonable  judgment  in  lending  decisions,  the 
GAO  is  telling  you  to  get  tougher.   Bank  examiners  are  just  like  the  rest  of  us  --  they 
don't  want  to  be  called  on  the  carpet  for  not  doing  their  job.   And  in  the  current 
environment,  they  have  every  incentive  to  question  and  classify  any  loan  that  may  not 
have  every  "t"  crossed  and  every  "i"  dotted,  and  no  incentive  to  allow  bankers  to  exercise 
their  own  judgment.    This  may  seem  like  a  subtle  point,  but  in  my  opinion  it  is  having  a 
tremendous  impact  on  examiner's  attitudes  and  on  bank  credit  availability. 

In  addition,  there  are  limits  to  what  can  be  accomplished  by  regulation  - 
legislation  will  be  required  to  minimize  the  regulatory  micro-management  of  bank 
operations,  reduce  the  disincentives  to  serve  on  bank  boards  of  directors,  reduce 
substantial  auditing  costs,  reduce  consumer  inconvenience,  streamline  the  lending 
process,  eliminate  duplicative  disclosures,  and  remove  technical  problems  preventing 
banks  from  meeting  the  needs  of  their  state  and  local  governments.  These  and  other 
problems  that  are  contributing  to  the  current  negative  lending  environment  will  require  a 
legislative  solution.  The  Economic  Growth  and  Regulatory  Paperwork  Reduction  Act  of 
1993  (H.R.962)  addresses  each  of  these  problems  without  reducing  the  multitude  of 
provisions  that  assure  bank  safety  and  soundness. 
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A  growing  list  of  bank 
borrowers  also  realize  the  need 
to  enact  legislation  to  eliminate 
regulatory  roadblocks  to 
increased  bank  lending.   I  have 
attached  to  this  statement  a 
joint  letter  sent  to  every 
member  of  Congress  from  17 
business  organizations 
expressing  their  concerns  about 
bank  credit  availability.   They 
are  worried  that,  in  the  current 
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regulatory  environment,  banks  may  not  be  able  to  meet  the  growing  demand  for  credit  as 
the  economy  expands.   Apparently,  this  worry  is  well-founded  -  in  fact,  a  recent  survey 
conducted  by  Arthur  Andersen  and  National  Small  Business  United  found  that  owners  of 
small  businesses  cited  excessive  bank  regulation  as  a  major  obstacle  in  obtaining  the 
credit  they  need  to  run  their  operations.   (See  Figure  1) 

In  short,  borrowers  who  depend  on  bank  loans  are  increasingly  aware  that  the 
excessive  regulatory  burden  on  banks  is  having  a  serious  impact  on  their  ability  to 
borrow.   There  is  no  doubt  in  their  minds  that  reducing  the  regulatory  burden  on  banks 
will  lead  to  improved  access  to  bank  credit  --  and  in  my  opinion,  they  are  absolutely 
right. 

H.R.  962  Will  Not  Compromise  Bank  Safety  and  Soundness 


Not  only  will  adoption  of  H.R.  962  eliminate  many  unnecessary  constraints  on 
lending,  but,  equally  important,  it  will  maintain  solid  safety  and  soundness  standards  for 
banks.   I  can  not  emphasize  too  strongly,  Mr.  Chairman,  that  the  banking  industry  is  not 
advocating  stepping  back  from  a  strong  framework  of  safety  and  soundness  regulation.   To 
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see  what  I  mean,  lets  look  at  what  H.R.  962  doesn't  do.   For  example,  it  doesn't  change 
the  early  intervention  procedures,  it  doesn't  change  basic  capital  requirements,  and  it 
doesn't  change  risk-based  deposit  insurance  premiums.   Regulators  will  continue  to  have 
the  authority  to  remove  bank  management,  terminate  deposit  insurance,  restrict  asset 
growth,  force  divestitures  of  subsidiaries,  restrict  transactions  with  affiliates,  and  restrict 
certain  activities  including  the  use  of  brokered  funds.  These,  along  with  a  whole  host  of 
other  regulatory  and  supervisory  tools,  ensure  that  passage  of  H.R.  962  will  pose  no 
additional  risk  to  the  deposit  insurance  fund. 

In  fact,  reducing  the  paperwork  burden  on  banks  will  help  protect  the  deposit 
insurance  fund  by  enabling  the  banking  industry  to  compete  without  the  dead  weight  of 
excessive  compliance  costs;  after  all,  only  a  competitive  industry  can  hold  and  attract 
capital,  which  is  the  first  line  of  protection  for  the  insurance  fund. 

One  other  point  needs  to  be  made  with  respect  to  safety  and  soundness.   It  is 
becoming  clear  that  the  way  things  stand  now,  the  red  tape  burden  on  banks  has  grown 
so  large  that  it  is  actually  counterproductive  to  safety  and  soundness.   Let  me  just  give 
you  some  quick  examples  of  what  I  mean. 

*■  One  example  is  the  cost  of  appraisal  requirements  mandated  by  FIRREA.   Many 

examiners  are  applying  these  standards  to  real  estate  collateral  taken  as  an 
"abundance  of  caution"  -  that  is,  collateral  that  is  not  critical  to  the  loan,  but  is 
used  to  strengthen  the  bank's  security  position.   Applying  FIRREA's  extensive  and 
costly  appraisal  requirements  to  property  that  is  not  the  primary  collateral 
substantially  raises  the  cost  of  the  loan.  The  result?   Either  the  borrower, 
frequently  a  small  business,  pays  more  for  the  loan;  or  the  banker  doesn't  take  the 
collateral,  which  puts  the  bank  in  a  less  secure  position.  That  perverse  result  was 
certainly  not  what  Congress  intended  when  it  adopted  the  appraisal  requirements, 
and  it  certainly  doesn't  enhance  bank  safety  and  soundness. 
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Another  example  is  the  difficulty  more  and  more  banks  are  experiencing  in 
attracting  and  retaining  qualiHed  board  members.   Increases  in  civil  money 
penalties,  personal  liability,  and  restrictions  on  lending  limits  to  directors  are 
among  recent  legislative  changes  that  have  created  an  environment  that  makes  it 
very  unattractive  to  be  a  bank  director. 

Regulatory  agencies  are  aggressively  bringing  suits  against  bank  directors.  These 
individuals,  by  serving  on  a  bank  board,  are  putting  their  personal  assets  in 
jeopardy,  and  have  no  assurance  that  their  defense  costs  can  or  will  be  reimbursed 
if  they  are  sued.  Even  worse,  Section  2521  of  the  Crime  Bill  gives  FDIC  the  right 
ex  parte  to  attach  a  director's  assets,  which  may  deprive  him  of  the  ability  to  even 
retain  counsel  to  defend  himself.  Only  depository  institution  directors  are  subject 
to  this  draconian  law. 

It's  no  wonder  that  successful  business  people  who  possess  the  very  talents  banks 
need  to  remain  profitable  and  competitive  in  a  changing  business  climate  are 
declining  to  serve  on  bank  boards.  And  yet,  as  regulators  will  tell  you,  qualified 
bank  directors  are  one  of  the  most  important  factors  in  ensuring  safety  and 
soundness. 

The  growing  complexity  of  bank  regulation  and  the  potential  for  huge  monetary 
penalties  for  even  inadvertent  technical  violations  is  also  beginning  to  have  an 
effect  on  the  ability  of  banks  to  hire  an  outside  counsel  with  banking  experience. 
Because  outside  bank  counsel  may  be  considered  as  an  'institution  affiliated 
party",  FDICs  jurisdiction  may  be  extended  to  them,  thus  subjecting  them  to  the 
whole  panoply  of  enforcement  tools  that  the  FDIC  may  use  against  the  bank  and 
bank  officers.  We  are  told  that  this  potential  liability  means  that  attorneys  whose 
business  is  more  than  ten  percent  banking  related  are  facing  increasing  difficulty 
in  getting  professional  liability  insurance  because  insurers  are  worried  about  their 
exposure  to  loss.  Unfortunately,  this  leaves  banks  either  without  outside  counsel 
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or  with  outside  counsel  that  is  Ukely  to  be  less  experienced  in  banking  law  and 
regulation. 

Taken  together,  these  problems  are  clearly  counter-productive  to  the  goal  of 
promoting  safe  and  sound  banking. 

Bank  Regulation  and  Credit  Availability 

Mr.  Chairman,  in  your  letter  of  invitation  to  this  hearing,  you  specifically  asked 
me  to  talk  about  the  link  between  bank  regulation  and  credit  availability.   I  believe  the 
linkage  is  quite  strong,  and  I  thank  you  for  giving  me  the  opportunity  to  discuss  it  here 
today. 

Let's  look  at  what  has  happened  to  credit  growth  in  general,  and  bank  lending  in 
particular,  in  this  recovery.   As  Figures  2  and  3  show,  there  is  no  doubt  that  the  growth 
of  credit  foUowang  this  recession  is  quite  different  than  it  was  following  past  recessions. 
In  fact,  total  credit  extended  to  non-financial  firms  has  grown  only  four  percent  since  the 
start  of  the  recession  in  1990  -  a  much  lower  rate  of  growth  than  was  the  case  following 
any  recession  in  the  last  three  decades. 

A  more  important  difference  between  this  recovery  and  previous  recoveries  is  that 
the  growth  of  bank  lending  has  been  negative  since  the  beginning  of  the  1990-91 
recession.   In  fact,  the  difference  between  the  rate  of  growth  of  bank  lending  during  this 
recovery  and  the  average  rate  of  growth  exhibited  during  past  recoveries  is  nearly  ten 
percent.  This  represents  a  contraction  of  over  $200  billion  annually  compared  to  what 
might  have  been  achieved  if  bank  credit  had  expanded  at  the  average  rate. 

Another  interesting  analysis  of  this  issue  was  contained  in  a  recent  article  in  the 
Wall  Street  Journal,  a  copy  of  which  is  attached  to  this  statement.   This  analysis  looked 
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Figure! 


Total  Credit  Growth 

Two  Years  After  Onset  of  Recession 
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credit  availability  has  serious  consequences 
for  bank  customers  and  the  economy. 

Why  is  Banl(  Lending  Different  in  Tliis 
Recovery? 

Banks  are  in  the  business  of  lending 
-  that  is  what  banks  do.  So  why  is  the 
behavior  of  bank  credit  in  this  recovery  so 
different  from  previous  recoveries? 


at  what  the  author  labeled  the  "lending  gap", 
which  he  deHnes  as  the  decrease  in  bank 
lending  attributable  to  tighter  regulation. 

Mr.  Chairman,  whatever  the  exact 
number  is,  there  is  no  doubt  that  the 
expansion  of  bank  credit  in  this  recovery  is 
billions  of  dollars  lower  than  would  have 
been  expected  based  on  previous  experience. 
And  it  is  clear  that  the  decrease  in  bank 

Figure  3 


Growth  of  Bank  Lending 

i«  Two  Years  After  Onset  of  Recession 
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Recession 

There  are  a  lot  of  reasons.  Certainly,  the  recession  and  the  weak  recovery  have 
led  to  decreased  loan  demand  and  have  made  banks  more  cautious  lenders.   But  there  is 
something  else  going  on  here  that  we  need  to  understand,  and  that  is  the  impact  of  the 
oppressive  regulatory  environment  on  bank  lending.   I  believe  that  its  effect  on  credit 
availability  and  economic  growth  is  substantial.  The  ability  of  banks  like  mine  to  lend  to 
the  small  businesses  and  consumers  in  towns  like  Helena  is  slowly  but  surely  being 
undermined  by  layer  after  layer  of  regulation  and  red  tape. 
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It  is  no  surprise  that  the  impact  of  the  reduced  credit  availability  hits  hardest  on 
small  and  mid-sized  businesses.   A  recent  survey  by  Arthur  Andersen  and  National  Small 
Business  United  found  that  new  businesses  received   more  than  a  quarter  of  their  start- 
up funding  from  direct  bank  loans;  indirectly,  home  equity  loans  provide  another 
important  source  of  start-up  funds  for  new  businesses.   Banks  are  also  the  single  most 
important  source  of  the  short-  and  long-term  funding  for  small  businesses.   In  other 
words,  there  is  a  strong  tie  between  bank  lending  and  the  ability  of  small  and  mid-sized 
businesses  to  expand. 

As  you  know,  small  and  mid-sized  businesses  are  the  life-blood  of  the  economy  in 
this  country.  They  employ  over  60  percent  of  the  private  work  force  and,  in  recent  years, 
have  accounted  for  virtually  all  the  economy's  job  growth.   They  produce  about  half  of 
the  total  output  of  the  private  sector.   So  what  affects  credit  availability  to  small  and 
mid-sized  businesses  is  of  critical  importance  to  our  over-all  economic  well-being. 

I  would  like  to  make  one  more  point  -  I  have  been  in  the  banking  business  for  a 
long  time,  and  I  have  made  many,  many  small  business  loans.   And  I  can't  think  of  one 
instance  where  "bad"  small  business  character  loans  caused  a  bank  to  fail.   It  just  doesn't 
happen.  These  are  small  loans,  and  while  they  are  risky,  bankers  are  pretty  good  judges 
of  which  loans  should  be  made.  But  it  is  the  small  businesses  in  this  country  that  are 
being  hit  the  hardest  by  the  regulatory  squeeze  on  bank  credit  availability. 

The  Impact  of  Excessive  Bank  Regulation 

There  are  two  dimensions  to  the  problem  of  excessive  bank  regulation  that 
directly  affect  the  credit  environment.     First,  unnecessary  paperwork  and  red  tape  are 
driving  up  the  cost  of  running  a  bank  and  therefore  the  cost  of  bank  credit.   And  second, 
regulatory  micro-management  has  reached  the  point  where  it  seems  that  virtually  every 
loan  decision  I  make  is  second-guessed  -  in  essence,  the  examiner's  judgment  is  being 
substituted  for  the  judgment  of  my  loan  committee.   What  does  this  mean  for  my 
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community  and  for  communities  across  the  country?   It  means  that  borrowers  will  pay 
more  for  credit,  and  there  will  be  less  credit  available. 


The  Cost  of  Bank  Regulation 

No  one  regulation  can  be  singled  out  as  being  the  problem.   This  makes  it  tough 
to  get  your  arms  around  the  problem  -  and  even  tougher  to  solve  it.   But  when  you  look 
at  the  layer  after  layer  of  new  regulations  heaped  on  banks,  it  isn't  hard  to  understand 
what  I'm  talking  about  when  I  say  "excessive  regulation."  Over  the  past  six  years,  more 
than  40  major  provisions  affecting  bank  operations  have  been  passed,  resulting  in 
hundreds  and  hundreds  of  pages  of  new  regulations.  (See  attached  list  of  new  laws.) 

Let  me  just  quickly  touch  on  the  cost  of  these  regulations.   Our  estimate  of  the 
annual  cost  of  compliance  was  about  $11  billion  in  1992,  but  that  does  not  include  many 
of  the  FDICIA  provisions  which  are  now  coming  on  line.   A  recent  study  by  the  bank 
regulatory  agencies  said  the  cost  could  be  as  high  as  $17  billion.   Whatever  the  right 
number  is,  it  is  big  -  and  most  important,  it  is  getting  bigger.   (See  attached  summary  of 
ABA's  survey  of  the  cost  of  regulation). 

Filling  out  endless  forms  and  documenting  our  every  move  costs  real  money  - 
money  that  is  no  longer  available  to  support  loans.   It  also  makes  my  bank  ~  and  all 
banks  ~  less  competitive  by  constantly  ratcheting  up  our  cost  structure.   Providers 
without  these  costs  are  going  to  find  it  easier  and  easier  to  attract  away  my  customers. 
While  I  am  busy  documenting  my  community  lending  activities,  preparing  written 
policies,  and  spending  weeks  with  regulators,  my  non-bank  competitors  like  Merrill 
Lynch  are  busy  selling  financial  products  to  my  customers.   And  while  my  employees  are 
filling  out  CTRs,  trying  to  explain  federally  mandated  funds  availability  schedules,  and 
generally  trying  not  to  run  afoul  of  the  maze  of  compliance  paperwork  that  covers 
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virtually  everything  we  do,  they  have  less  and  less  time  to  spend  giving  personal  service 
to  our  customers. 

Mr.  Chairman,  I  figure  that  if  I  lose  only  25  percent  of  my  customers  to  these 
lower  cost  providers,  I'm  out  of  business.   And  I  would  guess  that  at  least  25  percent  of 
my  customers  are  sufficiently  cost  sensitive  that  they  will  move  their  business  if  they  can 
find  good  service  at  a  lower  cost.  This  does  not  bode  well  for  the  future  of  the  banking 
business. 

Obviously,  this  is  a  big  problem  for  bankers.    But  why  should  this  Committee 
care?   The  answer  is  simple  --  because  communities  across  this  country  need  banks. 
Large  corporations  can  go  directly  to  money  and  capital  markets  to  raise  funds.   Even 
consumers  have  some  other  sources  for  home  mortgage  loans,  credit  cards,  and  auto 
loans.   But  for  the  small  and  mid-sized  businesses,  bank  financing  is  critical.   Let  me 
emphasize,  Mr.  Chairman,  that  the  firms  to  which  I  am  losing  business  --  securities  firms, 
insurance  companies,  mutual  fiends  -   do  not  make  the  type  of  small  business  loans  I  make. 
Nor  do  they  have  the  stake  in  the  community  that  I  have.   If  banks  like  mine  are  forced 
out  of  business,  who  will  lend  to  the  small  businesses  in  towns  like  Helena? 

The  Negative  Regulatory  Environment  for  Bank  Lending 

The  second  point  deals  with  the  impact  of  regulation  on  the  lending  environment 
created  by  the  massive  build-up  of  bank  regulation  over  the  past  six  years.  The  clear 
message  to  bankers  and  their  boards  of  directors  is  "make  no  mistakes  in  lending."   Mr. 
Chairman,  there  is  no  such  thing  as  risk-free  lending.   If  banks  cannot  take  prudent 
lending  risks,  who  will  lend  to  small  and  mid-sized  businesses?   Who  will  lend  to 
consumers?   Who  will  fund  the  variety  of  credit  needs  that  keep  communities  going? 
We  all  recognize  that  a  banking  system  with  too  much  risk  is  not  good,  but  we  must  also 
realize  that  if  bank  portfolios  have  virtually  no  risk,  economic  growth  will  be  the  first 
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casualty  --  in  fact,  the  bulk  of  the  funding  necessary  to  keep  the  economy  moving  will 
simply  dry  up. 

Let  me  give  you  a  few  quick  examples  of  what  I  mean  by  a  negative  lending 
environment. 

►  Take  so-called  "character  loans".  These  loans  are  very  important  to  small 

businesses,  and  they  are  the  type  of  loans  banks  have  traditionally  specialized  in. 
But  in  the  current  environment,  a  banker's  judgment  of  a  borrower's  likelihood  of 
repayment  is  frequently  ignored.   Examiners  often  want  to  see  a  secondary  source 
of  repayment  and  at  least  three  years  of  demonstrated  business  experience.   Loans 
made  without  this  type  of  documentation  are  very  likely  to  be  classified. 
What  does  this  mean  in  the  real  world?   Let  me  give  you  a  personal  example. 
We  had  a  young  man  come  to  us  for  a  loan.  He  had  been  a  customer  of  our  bank 
for  15  years,  and  had  always  paid  back  his  loans  on  time.  He  had  a  good  idea  for 
a  business,  but  he  needed  a  loan  to  buy  a  truck  to  get  started.   We  turned  him 
down.   Why?   Because  the  loan  would  have  been  classified  as  soon  as  the 
examiner  saw  it.   He  had  no  secondary  source  of  repayment,  and  no  three  years 
of  businesses  experience.  This  was  a  character  loan  ~  we  knew  him,  and  knew 
that  he  would  pay  us  back.   But  in  today's  world,  the  examiners  want  to  see 
something  besides  the  truck  and  the  man's  character  behind  the  loan. 

Mr.  Chairman,  this  customer  was  persistent.   He  brought  the  loan  proposal  back 
to  the  bank  four  times  over  the  course  of  four  months.   Finally,  with  some  fear 
and  trepidation,  we  decided  to  make  the  loan  even  though  we  know  it  will  cause 
trouble  at  our  next  examination.   So  this  story  had  a  happy  ending  for  the 
borrower.   But  for  each  loan  like  this  that  gets  made  despite  the  regulatory 
impediments,  many,  many  more  do  not  get  made.   My  point  is  that  the  regulatory 
process  is  squeezing  out  this  type  of  borrower  by  not  letting  me  use  my  judgment 


13 


¥ 


> 


195 


about  the  creditwprthiness  of  my  customers.   And  let  me  repeat,  banks  do  not  fail 
for  making  this  type  of  loan.   This  is  simply  not  a  safety  and  soundness  issue. 

Another  problem  is  the  impact  of  the  restrictions  on  real  estate  lending  on  low 
income  borrowers.  A  banker  from  Kansas  recently  told  me  that  in  the  past  he 
has  regularly  made  home  mortgage  loans  of  about  $25,000  in  the  rural  sections  of 
his  service  area  to  low-income  people  who  may  have  only  $500  to  put  down.   It  is 
very  difficult  to  make  this  type  of  loan  any  more  because  the  new  rules  on  real 
estate  lending  are  so  stringent  that  the  loan  would  be  in  violation  of  FDICIA.   So 
even  though  the  banker  may  believe  in  his  own  judgment  that  the  loan  would  be 
repaid,  the  loan  will  not  be  made. 

I  ran  into  another  example  of  this  type  of  problem  recently  in  my  bank.   Two 
couples  had  a  great  idea  for  a  new  business  -  they  wanted  to  start  an  adult  day 
care  facility.   This  would  be  a  great  service  to  the  community.   There  are  a  lot  of 
people  in  the  County  who  can't  work  a  steady  job  because  they  can't  get 
affordable  day  care  for  an  elderly  parent  or  grandparent.   The  two  couples  were 
willing  to  put  up  their  homes  as  collateral  for  a  loan  to  get  the  business  going. 
But  I  couldn't  make  that  loan  because  the  regulation  says  I  should  only  lend  80 
percent  of  the  value  of  their  homes  -  and  that  wasn't  enough  to  secure  the  loan 
they  needed. 

Another  example  of  how  regulation  impacts  lending:  at  a  meeting  last  week,  a 
community  banker  from  Texas  told  me  that  his  bank  had  just  enough  money  to 
hire  one  more  employee.   He  intended  to  hire  another  loan  officer  to  generate 
more  business  for  the  bank  --  but  when  he  looked  at  his  work  load,  he  concluded 
that  he  had  to  hire  a  $45,000  per  year  compliance  officer  to  keep  up  with 
government  red  tape  and  paperwork  instead.   So  much  for  new  business 
development. 
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*■  In  some  cases,  regulatory  red  taf>e  and  huge  potential  penalties  for  technical 

violations  make  banks  hesitant  to  offer  certain  products.   For  example,  the 
paperwork  involved  in  making  variable  rate  loans  mean  that  many  banks  just 
don't  offer  these  products.   My  bank  offers  only  a  handful  of  variable  rate  loans 
because  we  are  very  hesitant  to  get  too  involved  in  such  a  complicated  product 
because  of  the  risk  of  making  an  inadvertent  mistake.  The  end  result?   Many 
bank  customers  don't  have  access  to  these  products. 

Added  up  across  all  banks,  the  negative  lending  environment  has  serious 
consequences  for  credit  availability  and  economic  growth,     (n  fact,  we  have  created  a 
regulatory  framework  which  has  forced  the  banking  industry  to  become  too  risk-averse 
for  the  good  of  the  economy. 

Mr.  Chairman,  I  know  that  the  President's  program  recognizes  some  of  the 
problems  in  the  examples  I  have  outlined  above,  and  that  the  regulatory  agencies  will  be 
taking  steps  to  try  to  correct  them.   But  I  cannot  over-emphasize  the  importance  of  also 
taking  a  legislative  course  of  action.   It  is  necessary  because  some  problems  can  only  be 
addressed  by  legislation,  and  because  we  must  have  a  consistent  message  coming  from 
Washington  if  we  are  to  restore  balance  to  the  regulatory  process.   Do  not  under- 
estimate the  power  of  the  "C-Span  effea".  Examiners  in  the  field  need  to  know  that 
Congress  stands  behind  the  intent  of  the  President's  program  if  it  is  to  be  successful  - 
and  to  do  that.  Congress  must  pass  legislation  like  H.R.  962. 

Environmental  Liability  and  Bankruptcy  Rerorm 

Mr.  Chairman,  there  are  two  other  important  issues  I  would  like  to  mention,  both 
of  which  affect  the  availability  of  bank  credit.  The  first  issue  that  deserves  quick 
Congressional  consideration  is  environmental  liability.  Current  interpretations  of  the  law 
have  left  lenders  unclear  regarding  their  liability  for  environmental  clean-up  of 
foreclosed  property  in  cases  where  the  lender  had  no  responsibility  for  causing  the 

15 


197 


environmental  damage.  The  result  is  that  many  lenders  are  reluctant  to  lend  on  any 
property  that  may  have  environmental  problems.   This  is  particularly  important  for  small 
business  borrowers,  who  often  use  real  estate  as  collateral  for  a  loan.   As  you  know, 
legislation  to  address  this  problem  has  passed  in  the  Senate  twice,  but  it  stalled  in  the 
House  (largely  for  reasons  not  directly  related  to  its  merits)  despite  the  fact  that  over 
half  the  Representatives  were  co-sponsors. 

The  second  issue  is  the  need  for  bankruptcy  reform.   Abuse  of  the  bankruptcy 
system  is  driving  up  the  cost  of  credit  and  decreasing  its  availability.   Legislation  dealing 
with  this  issue  passed  both  the  House  and  Senate  last  year  without  one  negative  vote,  but 
unfortunately,  it  died  in  the  log-jam  at  the  end  of  Congress. 

1 

Mr.  Chairman,  I  understand  that  these  initiatives  are  not  under  the  direct  purview 
of  this  Committee,  but  I  urge  you  and  your  colleagues  to  lend  your  support  to  passing 
these  important  reforms. 

Conclusion 

Mr.  Chairman,  there  is  no  doubt  that  the  heavy  hand  of  regulation  is  a  major 
factor  inhibiting  banks'  ability  to  fulfill  their  traditional  role  as  lenders  to  small 
businesses.  The  current  negative  lending  environment  and  the  excessive  costs  of  red  tape 
have  had  a  chilling  effect  on  loans  to  the  very  people  who  are  most  likely  to  create  new 
jobs.   What  is  clearly  needed  is  balance.   Bankers  recognize  the  need  for  adequate  safety 
and  soundness  regulation;  in  fact,  we  are  more  concerned  than  anyone,  because  banks 
pay  every  penny  of  the  cost  of  bank  failures.   But  we  must  not  be  forced  to  become  so 
risk-averse  that  we  shut  off  the  financial  spigot  to  vital  segments  of  our  economy.   Where 
would  this  country  be  if  banks  had  never  made  character  loans  to  finance  small  business 
and  entrepreneurial  ventures? 
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There  is  no  magic  bullet  that  will  get  credit  flowing  again.   But  we  must  begin  the 
process  of  reducing  the  excessive  paperwork  burden  on  the  banking  industry  and  we 
must  change  the  negative  environment  that  permeates  bank  lending  markets.   We 
believe  that  the  Economic  Growth  and  Regulatory  Paperwork  Reduction  Act  of  1993 
(H.R.  962)  is  an  imporunt  compliment  to  President  Clinton's  initiative  and  a  vital  step 
toward  restoring  balance  in  the  regulatory  environment.   We  urge  the  members  of  this 
Committee  to  support  its  passage. 

Mr.  Chairman,  I  thank  you  for  this  opportunity  to  share  my  views  on  these  issues 
with  your  Committee.   I  would  be  pleased  to  answer  any  questions  you  may  have. 
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Some  Major  Bank  Regulatory  Provisions  Enacted 


Supervisory  Provisions: 

(1)  Requiml  prior  appmval  for 
catain  changes  in  bank  ojpcers 
and  tSrectors 

(2)  Subjects  bank  personnel  lo  the 
loss  of  personal  assets  without 
atififintf  due  process 

(3)  Required  operational  and 
managerial  standards  [or  bank 
operations 

(4)  Subjected  banks  to  regulatorify- 
imposed  performance  starulards 

(5)  Subjected  banks  lo  new  nUes  on 
real  estate  lending 

(6)  Annual  full-scale  on-site 
examinations  for  all  banks 

(7)  Annual  required  management 
reports/audits 

(8)  Increased  dvil  penalties  —  up  lo 
SI  million  per  day 

(9)  Complete  overhaul  of  bank 
appraisal  practices 

(10)  Liability  on  affiliated  banks  for 
loss/potential  liability  of  bank 
holding  companies 

(11)  Expanded  reffdatory  authority  to 
restrict  bank  operations 

(12)  Expanded  authority  to  remove 
bank  officers  and  directors 

(13)  Required  public  disclosure  of 
enforcement  actions 

(14)  Expanded  the  public  disclosure 
requirements  of  FIRREA 

(15)  Increased  reffdatory  authority  lo 
remove  deposit  insurance 


(16)  Increased  penalties  for  faulty 
call  reports 

(17)  Tou^iened  dvil  and  criminal 
forfeiture  provisions 

(18)  Increased  aimirud  sanctions  for 
bank  personnel 

(19)  Further  increased  crimiiwl 
sanctions  for  bank  persoruiel 

(20)  Created  a  private  rigfit  of  action 
against  bank  personnel 

(21)  Limited  the  retirement  benefits 
of  bank  officers,  directors  and 
employees 

(22)  Requires  regulatory  standards 
on  compensation  of  bank 
officers,  directors  and  employees 

(23)  Created  a  new  supervisory 
structure  for  undercapitalized 
banks 

(24)  Subjected  banks  lo  a  risk-based 
insurance  premium  structure 

(25)  Subjected  banks  to  regulations 
restricting  interbank  liabilities 

(26)  Imposed  new  restrictions  on 
credit  to  bank  and  BHC 
personnel 

(27)  Supplemental  disclosure  of  the 
fair  market  value  of  assets  and 
liabilities  in  finaruial  statements 
artd  reports 

(28)  Restricted  state  bank  powers 

(29)  Placed  limitations  on  bank 
funding  mechanisms 

(30)  Revised  capital  standards  lo 
include  interest  rate  risk  and 


in  the  Last  Five  Years 

other  factors 

(31)  Placed  limitations  on  the  use  of 
purchased  mortgage  servicing 
ri^  (PMSRs) 

(32)  Subjected  banks  lo  "back-up" 
FDIC  enforcement  authority 

Consumer  Provisions: 

(33)  Passage  of  the  Frpediird  Fimds 
Availability  Act 

(34)  Increased  HMDA  recordkeeping 
arui  disclosure 

(35)  Expaiuled  credit  card 
disclosures 

(36)  Increased  disclosures  on  home 
equity  loan  products 

(37)  Increased  disclosure  of  'smaW 
business  arui  'smaW  farm  loan 
data 

(38)  Mandated  disclosures  on 
savings  accounts 

(39)  Increased  CRA  burdens 

(40)  Increased  servicing  and  escrow 
disclosure 

(41)  Required  disclosure  on  changes 
in  FDIC  insurance  coverage 

(42)  Expanded  disclosure  and 
recordkeeping  on  business  loans 

(43)  Placed  limitations  on  adjustable 
rate  mortgages 

(44)  Mandated  disclosure  of  branch 
closing 
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The  Alarming  Size  of  the  Paperwork  Burden  --  Survey  Results 

The  American  Bankers  Association  recently  completed  a  survey  of  banks  to  find  out 
just  how  much  banks  spend  to  comply  with  the  maze  of  bank  regulations.  The 
findings,  compiled  from  over  1,000  responses,  are  frightening.   Consider  the 
following: 


^ 


»■ 


Banks  spend  an  estimated  $10.7  billion  on  compliance  each  year.    This  does  not 
include  the  very  large  new  compliance  costs  related  to  FDICIA,  the  nearly  $6 
billion  paid  annually  in  deposit  insurance  premiums,  nor  the  estimated  $1.6 
billion  cost  of  sterile  reserves  held  at  the  Fed.   A  recent  study  by  bank 
regulators  said  the  cost  could  now  be  as  high  as  $17  billion. 

The  paperwork  burden  absorbs  a  disproportionately  larger  percentage  of 
small  banks'  operating  costs  and  profits.   In  fact,  for  banks  with  assets  less 
than  $50  million  in  assets,  one  out  of  every  four  dollars  of  operating  expense  is 
spent  on  compliance. 

For  large  banks  (with  assets  over  $1  billion)  the  total  compliance  cost  is  well 
in  excess  of  $5  billion  annually. 


Some  41,000  bank  employees  are  dedicated,  full-time,  to  compliance  issues. 
That's  more  than  twice  the  capacity  of  Madison  Square  Garden. 


Bank  CEOs  devote  on  average  one  full  day  per  week  to  compliance  issues  -•  this 
amounts  to  almost  5  million  CEO  hours  per  year  for  the  industry  as  a  whole. 


In  small  banks  (under  $50  million  in  assets),  over  15  percent  of  staff  time  is 
devoted  to  compliance  issues.   Most  of  these  banks  have  25  or  fewer 
employees. 


Tlie  regulatory  burden  discourages  some  banks  from  offering  certain  products. 
For  example,  many  of  the  survey  respondents  said  that  they  do  not  offer 
adjustable  rate  mortgage  loans,  home  equity  lines  of  credit,  other  types  of 
real  estate-based  loans,  and  variable  rate  consumer  loans  because  of  the 
difficulty  and  expense  involved  in  providing  the  proper  disclosures,  not  to 
mention  the  harsh  penalties  which  may  result  from  inadvertent  technical 
errors. 
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March  9,  1993 

Dear  Senator/Representative: 

The  undersigned  groups,  representing  a  broad  range  of  businesses,  are 
writing  to  you  to  express  our  support  for  efforts  to  review  and  change  bank 
regulations  in  order  to  increase  the  availability  of  credit  and  thereby 
support  economic  growth.  While  recent  reports  about  the  economy  are 
encouraging,  there  are  still  a  number  of  danger  signs,  including  the 
unemployment  figures.  As  the  economy  expands  and  the  demand  for  credit 
increases,  we  are  very  concerned  that  sufficient  credit  from  banks  may  not  be 
available,  for  the  businesses  we  represent,  to  support  continued  economic 
growth. 

The  availability  of  bank  credit  is,  of  course,  critical  for  the  members 
of  our  groups  to  expand  their  businesses  and  provide  more  jobs.  Yet,  there 
are  continuing  problems  in  obtaining  sufficient  credit.  For  example,  two 
years  after  the  end  of  the  last  five  recessions  prior  to  the  1990-91 
recession,  bank  credit  was  expanding  at  an  average  rate  of  over  nine  percent 
annually,  thereby  supporting  economic  growth.  However,  two  years  after  the 
1990-91  recession,  bank  credit  growth  was  actually  negative. 

While  there  are  a  variety  of  factors  behind  these  numbers  on  credit 
growth,  it  is  quite  apparent  that  the  recent  changes  and  increases  in  bank 
regulation  have  had  the  effect  of  significantly  reducing  the  availability  of 
credit.  S.  265  and  H.R.  962  contain  a  number  of  provisions  designed  to  reduce 
the  regulatory  burden  inhibiting  credit  expansion  without  undermining  bank 
safety  and  soundness.  These  bills  deserve  active  Congressional  consideration, 
and  we  urge  the  Congress  to  enact  legislation  to  eliminate  regulatory 
roadblocks  to  increased  lending. 

Sincerely, 

American  Cement  Alliance 

American  Furniture  Manufacturers  Association 

American  Insurance  Association 

Associated  Builders  and  Contractors 

Building  Owners  and  Managers  Association 

Manufactured  Housing  Institute 

NAIOP,  The  Association  for  Commercial  Real  Estate 

National  Association  of  Convenience  Stores 

National  Association  of  Home  Builders 

National  Association  of  Manufacturers 

National  Association  of  Realtors 

National  Association  of  Wholesaler-Distributors 

National  Federation  of  Independent  Business 

National  Multi  Housing  Council 

National  Realty  Committee 

Printing  Industries  of  America 

U.  S.  Chamber  of  Commerce 
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Mr.  Spratt.  Thank  you  for  some  very  effective  and  excellent  tes- 
timony. 
Mr.  Thomas. 

STATEMENT  OF  RICHARD  L.  THOMAS,  CHAIRMAN,  PRESIDENT, 
AND  CHIEF  EXECUTIVE  OFFICER,  FIRST  CHICAGO  CORP., 
CHICAGO,  IL,  AND  PRESIDENT-ELECT,  ASSOCIATION  OF  RE- 
SERVE  CITY  BANKERS 

Mr.  Thomas.  Thank  you,  Chairman  Spratt.  I  appreciate  the  op- 
portunity to  present  a  few  thoughts. 

I  thought  rather  than  repeating  my  written  presentation,  I  sum- 
marized it,  and  I  do  have  that  in  writing  to  make  sure  we  econo- 
mize on  time. 

Mr.  Spratt.  That  would  be  fine. 

Mr.  Thomas.  I  would  first,  however,  observe  that  I  do  think  a 
picture  is  worth  a  thousand  words,  and  this  vivid  example  that  you 
have  seen  here  in  terms  of  the  compliance  burden,  20  years  ago 
versus  today,  is  very  real. 

I  also  would  point  out  that  it  really  impacts  the  smaller  banks 
of  the  country  disproportionately,  because  I  think  the  cost  of  com- 
pliance is  largely  the  same  regardless  of  the  size  of  the  loan  we  are 
talking  about.  And  the  average  number  of  employees  in  the  smaller 
banks  in  the  country  might  be  25  or  30,  something  of  that  nature, 
and  for  that  staff  to  be  in  compliance  with  these  regulations  is  lit- 
erally impossible. 

The  cost  per  loan  in  the  smaller  banks  has  got  to  be  much  higher 
than  it  is  in  the  larger  banks.  And  frankly,  the  smaller  banks  in 
the  country  are  the  ones  that  interface  most  fi'equently  with  small 
business,  which  is  where  job  creation  takes  place. 

So  I  think  the  burden  of  these  regulations  and  the  legislation 
hits  particularly  hard  at  the  medium-  and  small-sized  banks  in  the 
country. 

With  that  preface,  let  me  say  I  am  chairmgm  and  chief  executive 
officer  of  First  Chicago  Corp.  We  are  a  bank  holding  company 
headquartered  in  Chicago.  We  have  about  $50  billion  in  assets. 

I  am  also  serving  as  vice  president  and  president-elect  of  the  Re- 
serve City  Bankers  Association,  which  is  a  group  of  the  highest 
ranking  executives  at  the  country's  largest  banking  institutions. 

The  issue  today  is  the  regulatory  burden  that  banks  are  experi- 
encing. And  it  is  indeed  important,  as  we  have  heard,  because 
banks  do  play  a  crucial  role  in  funding  the  credit  needs  of  busi- 
nesses and  consumers  in  our  Nation's  economy.  Indeed,  the  two 
central  roles  of  banking  are  to  lend  money  to  small  businesses  and 
to  provide  an  effective  payments  system. 

It  is  impossible,  in  my  view,  to  have  a  strong  nation  without  a 
strong  banking  system.  Yet  the  importance  of  U.S.  banks  has  been 
in  a  steady  decline  for  the  past  40  years  relative  to  foreign  banks 
on  the  one  hand  and  domestic  nonbank  competitors  on  the  other. 

The  role  of  banks  in  the  Nation's  economy  is  being  increasingly 
hindered  by  banking  regulation  and  supervision  in  large  part  driv- 
en by  congpressional  policy  which  has  resulted  in  increased  costs 
and  counterproductive  micromanagement  of  the  industry  by  regu- 
lators. 


204 

We  seem  to  be  preoccupied  with  process,  frankly,  rather  than 
with  results. 

The  subcommittee  is  interested,  appropriately,  in  the  issue  of 
bank  lending  or  the  lack  thereof  in  the  current  economic  environ- 
ment. Let  me  state  clearly  up  front,  there  is  no  lack  of  liquidity  in 
the  economy  today.  There  is  plenty  of  money  in  the  economy  today. 
The  issue  is  the  role  that  banking  regulation  and  supervision  are 
playing  in  discouraging  banks  from  lending  for  productive  purposes 
at  the  same  level  as  they  have  in  the  past. 

Some  fundamental  level  of  banking  regulation  and  supervision 
obviously  is  necessary  and  appropriate.  Todav,  however,  regulation 
and  supervision,  in  my  view,  nave  gone  far  beyond  what  is  essen- 
tial for  maintaining  the  safety  and  soundness  of  the  system. 

The  enactment  of  the  Federal  Deposit  Insurance  Corporation  Im- 
provement Act  [FDICIA]  in  1991  is  a  particular  concern  for  our  in- 
dustry because  it  holds  the  potential  for  increasing  bank  costs  sig- 
nificantly— I  mi^ht  say  dramatically. 

This  is  in  addition  to  other  legal  and  regulatory  requirements  im- 
posed under  the  Financial  Institutions  Reform,  Recovery,  and  En- 
forcement Act  [FIRREA],  the  Community  Reinvestment  Act  [CRA], 
and  other  legislation.  Each  has  raised  bank  regulatory  and  super- 
visory costs,  and  each  has  affected  the  ability  of  banks  to  make 
credit  available  to  their  customers  on  a  cost-effective  basis. 

FDICIA  and  CRA  in  particular  have  led  to  insidious 
micromanagement  of  banking  by  Congress  and  the  regulatory 
agencies.  I  will  cite  some  examples  later  in  my  statement.  Every 
bank  could  cite  its  own  examples,  with  the  net  result  being  a  nega- 
tive environment,  poor  psychology,  cynicism,  and  growing  frustra- 
tion within  the  banking  community.  These  are  not  attitudes  that 
serve  the  country  well. 

In  addition,  the  micromanagement  of  the  industry  takes  away  a 
banker's  ability  and  authority  to  make  necessary  judgments  re- 
garding the  creditworthiness  of  borrowers.  William  Brandon  has 
been  eloquent  on  that  point,  I  believe. 

The  small  bankers,  by  history,  experience,  and  location,  are  in 
the  best  position  to  make  those  critical  judgments  about  who 
should  get  the  loan  and  who  shouldn't,  and  to  have  that  judgment 
impacted  heavily  by  this  process  is  very  counterproductive. 

Existing  laws  and  regulations  also  place  banks  at  a  clear  com- 
petitive disadvantage.  The  assets  of  nonregulated  mutual  funds,  for 
example,  will  soon  exceed  those  of  commercial  banks.  Yet  they  have 
no  responsibility  to  live  up  to  the  requirements  of  CRA  or  other 
legal  and  regfulatory  requirements  of  banks. 

Banks  need  to  be  able  to  compete  through  increased  product  and 
geographic  authority.  Economic  growth  and  the  formation  of  capital 
in  which  banks  play  an  important  role  cannot  be  encouraged 
through  tighter  and  tighter  regulations  on  the  banking  system. 
There  is  frankly  a  great  imbalance  today  between  the  need  to  regu- 
late banking  and  the  need  for  it  to  have  greater  competitive  free- 
dom and  a  less  restrictive  environment  for  carrying  out  its  tradi- 
tional lending  fimction.  This  imbalance  needs  to  be  corrected,  and 
quickly. 

There  is  a  need  in  particular  to  correct  provisions  of  FDICIA  that 
are  counterproductive  to  a  healthy  and  sound  banking  system.  At 
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a  minimum,  the  provisions  of  the  act  dealing  with  the  HabiHty  of 
directors — ^it  is  very  hard  to  ^et  a  director  for  a  bank  today — the 
provisions  dealing  with  auditmg  committees  and  managerial  and 
operational  regulatory  standards  in  great  detail  should  be  elimi- 
nated or  significantly  modified. 

Beyond  that,  unnecessary  regulations  under  CRA  should  be  re- 
moved. Interest  should  be  paid  on  the  sterile  reserves  held  by 
banks  in  the  Federal  Reserve  in  order  to  end  a  special  tax  on  bank 
capital.  Incentives  should  be  provided  to  well-capitalized  banks  by 
reducing  regulatory  burdens  and  costs  and  authorizing  greater 
competitive  opportunities. 

Allow  me  to  give  you  just  a  few  examples  about  how  bank  regula- 
tions and  supervisory  requirements  have  affected  my  institution.  A 
company  ttiat  has  been  a  long-time  customer  of  ours  with  a  solid 
track  record  sought  a  $3.5  million  loan  on  a  new  plant.  We  would 
have  made  the  loan  with  the  collateral  on  the  new  land  and  build- 
ing. However,  now,  under  FDICIA,  the  bank  is  forced  to  take  addi- 
tional collateral  which  will  encumber  most  of  the  company's  equip- 
ment. 

The  result  is  that  the  company  will  have  virtually  no  additional 
borrowing  power  for  several  years  for  further  expansion  or  new 
technology  or  other  working  capital  requirements.  In  short,  the 
ability  ofthis  business  to  grow  has  been  severely  and  unnecessarily 
eliminated  by  these  regulations. 

As  another  example,  3  years  ago  a  company  which  had  been  a 
customer  for  10  years  approached  us  for  financing  to  construct  a 
manufacturing  facility.  This  company,  which  employs  100  people, 
second  generation  of  family  management,  had  demonstrated  con- 
sistent profitability.  The  bank  financed  the  project  and  overruns 
despite  the  liquidation  value,  which  was  far  below  the  cost  of  the 
project. 

At  that  time,  the  rationale  was  that  the  going  concern  value  was 
far  in  excess  of  the  loans  which  were  estimated  to  be  double  the 
loans  outstanding.  But  in  the  current  regulatory  environment,  it 
would  be  very  difficult,  in  fact  impossible  to  make  that  loan. 

A  car  dealership  maintains  its  primary  relationship  with  one  of 
our  banks,  does  $14  million  in  sales,  and  employs  about  60  people. 
The  companjr's  showroom  was  financed  by  another  bank,  and  when 
that  loan  matured  our  customer  asked  us  to  provide  the  take-up  fi- 
nancing. The  collateral  value  would  have  been  sound,  less  than  50 
percent.  The  company's  performance  was  excellent. 

To  make  a  long  story  short,  we  would  have  had  to  utilize  the  ap- 
praisal that  was  done  by  the  previous  lender  or  order  a  new  ap- 
praisal for  the  additional  exposure  we  were  taking  on.  The  cus- 
tomer decided  the  additional  cost  of  the  additional  appraisal  didn't 
make  a  lot  of  sense,  so  he  stayed  with  the  other  lender  at  a  cost 
to  him  of  roughly  half  a  percent  on  the  total  amount  of  loan  out- 
standing. So  it  disadvantaged  that  borrower. 

Six  years  ago,  one  of  our  banks  made  a  loan  secured  by  a  subur- 
ban office  bunding  with  one  major  tenant  signing  a  10-year  master 
lease  for  the  entire  building.  The  lease  provided  a  net  coverage  of 
2  to  1  on  the  loan.  When  the  loan  matured  last  year,  he  extended 
the  lease  and  got  a  new  appraisal  which  showed  a  value  of  less 
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than  the  loan,  yet  the  debt  service  coverage  was  still  in  excess  of 
2  to  1. 

The  deposit  generally  exceeded  the  amount  of  the  loan.  However, 
our  bank,  under  regulatory  requirements,  ultimately  sold  that  loan 
at  a  40-percent  discount  and  will  most  likely  use  this  customer's 
deposits  as  well,  although  the  tenant  continues  to  make  lease  pay- 
ments on  the  building  and  the  business  is  doing  well.  This  is  the 
critical  impact  that  the  appraisal  standards  have  on  our  ability  to 
make  real  estate  loans  to  this  day. 

First  Chicago  believes  that  investment  in  its  local  communities 
is  essential  to  its  success.  However,  the  paperwork  requirements  of 
the  CRA  and  the  wasteful  procedures  that  are  required  by  CRA  are 
overwhelming  this  well-intentioned  law. 

We  own  a  small  bank  with  two  offices  in  two  Wisconsin  towns. 
The  bank  has  five  officers  including  its  president,  who  are  respon- 
sible for  calling  on  customers  and  making  loans.  During  the  last 
year,  this  bank  s  president  spent  almost  20  percent  of  his  time  at- 
tending numerous  meetings,  reviewing  files,  and  redrafting  key 
strategy  documents  in  an  attempt  to  comply  with  CRA  regfulations. 

This  time  spent,  while  satisfying  the  regulators,  did  not  for  the 
most  part  further  the  objectives  of  CRA.  Certainly  the  president 
must  be  aware  of  the  bank's  CRA  activities  and  be  familiar  with 
the  bank's  compliance.  But  in  our  opinion,  the  pendulum  has 
swung  far,  too  far,  when  instead  of  spending  his  time  in  construc- 
tive activity  within  the  community,  this  bank's  president  must  ex- 
pend limited  time  resources  on  the  process  rather  than  the  result. 

I  would  say  that  what  is  embodied  in  the  CRA  legislation  proc- 
ess, rather  than  results,  is  the  real  problem. 

Thank  you  for  allowing  me  to  appear  before  the  subcommittee 
today.  I  would  be  pleased  to  answer  any  questions  you  might  have. 

[The  prepared  statement  of  Mr.  Thomas  follows:] 
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TESTIMONY  OF  RICHARD  L.  THOMAS 
on  behalf  of 
THE  ASSOCIATION  OF  RESERVE  CITY  BANKERS 
before  the 
SUBCOMMITTEE  ON  COMMERCE,  CONSUMER  AND  MONETARY  AFFAIRS 
U.S.  HOUSE  OF  REPRESENTATIVES 
MARCH  23,  1993 
Mr.  Chairman,  ineinb«v  of  the  Subcommittee,  I  am  Richard  L.  Thomas,  Chairman, 
President  and  Chief  Elxecutive  Officer  of  First  Chicago  Corporation.  First  Chicago  is  a  bank 
holding  company  headquartered  in  Chicago,  lUinois,  with  consolidated  assets  of  $49,281 
billion.  I  also  currently  serve  as  Vice-President  of  the  Association  of  Reserve  City  Bankers 
(ARCB).  ARCB  is  an  association  of  the  highest-ranking  executives  from  the  nation's  migor 
banking  institutions. 

I  am  pleased  to  have  this  opportunity  to  discuss  the  regulatory  burdens  banks  are 
experiencing  today  in  lending  to  their  customers.  There  are  few  more  important  issues 
facing  the  banking  system  and  the  nation's  economy,  and  the  Subcommittee  is  to  be 
commended  for  holding  hearings  on  this  important  topic. 

The  issues  you  are  addressing  are  important  because  banks  play  a  crucitd  role  in 
funding  the  credit  needs  of  businesses  and  consumers  in  our  nation's  economy.  They 
perform  two  important  functions  as  financial  intermediaries.  First,  they  hold  the  deposits 
used  by  businesses  and  households  for  making  payment  and  storing  savings.  Secondly,  they 
make  productive  use  of  these  payments  and  savings  balances  by  lending  them  to  other 
businesses  and  households  needing  credit  for  investment  or  consumption  purposes. 

This  intermediaiy  function  allows  the  funds  of  lenders  to  be  made  available  to 
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borrowers  more  eHlciently  than  if  lenders  and  borrowers  were  to  attempt  to  deal  with  each 
other  directly.  Indeed,  for  most  businesses  and  households,  bemks  and  other  financial 
intermediaries  are  their  only  realistic  alternative  for  holding  payment  and  savings  balemcee 
or  obtaining  credit. 

The  intermediation  function  of  banks,  however,  is  being  increasingly  hindered  by 
the  growing  costs  of  banking  regulation  and  supervision.  The  costs  associated  with  banking 
regulation  and  supervision  have  grown  considerably  in  recent  years.  Their  effect  is  to 
reduce  the  supply  of  bank  credit  to  borrowers.  These  higher  costs  also  erode  the  ability  of 
banks  to  generate  bank  capital  by  reducing  the  earnings  on  which  the  generation  of  capital 
depends.  This,  in  turn,  impedes  the  ability  of  banks  to  make  credit  more  readily  available 
to  borrowers.  Indeed,  the  movement  toward  higher  capital  requirements  has  the  effect  of 
reducing  credit  availability  by  encouraging  banks  to  slow  asset  growth  rates  in  an  effort  to 
reach  and  maintain  a  high  capital-to-assets  ratio. 

It  is  acknowledged  that  some  fundamental  level  of  banking  regulation  is  appropri- 
ate. Bemks  play  a  critical  role  in  the  nation's  payments  system,  and  stability  in  banking  and 
financial  markets  is  an  important  U.S.  banking  policy  consideration.  This,  of  course,  is  the 
rationale  for  deposit  insurance,  which  itself  justifies  a  certain  minimum  of  regulatory  and 
supervisory  scrutiny. 

Banking  regulation  and  supervision  today,  however,  have  gone  far  beyond  what  is 
essential  for  maintaining  the  safety  and  soundness  of  the  banking  system.  Not  all  existing 
banking  rules  and  regulations  are  essential,  and  many  are  actually  counterproductive. 
While  bank  capital,  for  example,  is  essentia]  to  safety  and  soundness,  it  should  not  be 
viewed— as  it  may  now  be-as  a  panacea  in  the  regulation  and  supervision  of  banks.  And, 
while  the  deposit  insurance  system  is  intended  to  foster  economic  and  financial  stability 
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and  maintain  public  confidence,  it  is  far  more  extensive  than  it  needs  to  be,  encouraging  a 
level  of  regulatory  and  supetvisoiy  scrutiny  that  is  lai^ger  than  appropriate  for  a  healthy 
and  vibrant  banking  system. 

Enactment  of  the  Federal  Deposit  Insurance  Corporation  Improvement  Act 
(FDICIA)  in  1991  is  of  particular  concern  to  the  banking  industry  because  it  represents  the 
latest  and  most  far-reaching  effort  to  micro-manage  the  banking  system  through  the 
regulatory  and  supervisory  process.  Of  special  concern  are  provisions  of  that  Act  that 
require  banking  regulators  to  set  managerial  and  operational  standards  for  banks,  that 
expose  bank  directors  to  new  and  untested  standards  of  conduct,  and  that  establish 
unnecessary  requirements  for  the  auditing  of  banks. 

This  legislation  adds  to  other  legal  and  regulatory  requirements  already  in  place, 
including  the  Financial  Institutions  Reform,  Recovery  and  Enforcan«tt  Act  (FIRRE^),  the 
Community  Reinveetm«it  Act  (CRA)  and  others.  Each  has  important  implications  for  the 
issue  of  bank  lending  being  addressed  here  today.  Each  affects  regulatory  and  supervisory 
bdavior  that  is  driven  by  Congressional  policy.  Each  has  raised  banking  costs. 

The  direct  effect  of  regulatory  and  supervisory  requirements  on  bank  credit  is  not 
readily  apparent  nor  alwsyt  easily  quantified.  That  is  because  these  costs  are  imbedded  in  a 
myriad  of  different  types  of  banking  activities,  which  include  lending  but  other  non-lending 
activities  as  well.  It  is  not  always  clear  that  they  have  had  the  effect  of  reducing  bank  lend- 
ing, particularly  when  loan  demand  is  weak,  as  it  is  now  in  the  current  economic  recovery. 
It  may  onlty  become  apparent  later  when  loan  demand  rises,  but  the  supply  of  credit  is  not 
forthcoming  as  wrpertfJ  or  on  the  terms  and  conditions  that  it  may  have  been  in  the  past 

To  date,  bank  lending  has  been  weaker  in  this  recovery  than  in  earlier  eeooomie 
reeovariaa.  As  shown  in  the  bottom  line  of  Chart  1.  commercial  and  industrial  loans  have 
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continued  drifting  downward  in  the  current  economic  recovery,  after  declining  in  the  moet 
recent  recession.  The  upper  line  in  the  chart  is  the  composite  behavior  of  commercial  imd 
industrial  loans  in  five  preceding  recoveries,  which  shows  bank  lending  increasing  during 
the  recoveiy  process.  Even  there,  however,  bank  lending  did  not  really  begin  growing 
rapidly  until  the  recovery  process  was  well  underway.  Nevertheless,  the  continued  down- 
trend in  bank  lending  during  this  recovery  is  a  break  from  the  past,  which  in  part  is  ex- 
plained by  reduced  credit  availability  brought  on  by  higher  bank  regulatory  and  supervisory 
costs. 

What  is  important  to  recognize  is  that  there  are  costs  associated  with  banking  regu- 
lation and  supervision.  They  may  be  marginal  with  each  new  regulation  or  each  new 
supervisory  action,  but  their  efTect  is  cumulative  and  real  over  time.  This  ultimately 
impedes  the  ability  of  banks  to  make  credit  available  as  readily  as  before,  even  in  the  face 
of  rising  credit  demand. 

Bank  regulatory  and  supervisory  actions  affect  bank  lending  decisions  in  different 
ways.  One  is  through  the  heightened  scrutiny  of  bank  examiners,  which  has  been  occurring 
over  the  past  several  years.  In  many  instances,  examiners  have  unexpectedly  required 
banks  to  reclassify  loans  from  performing  status  to  nonperforming  status,  or  to  write  them 
off  altogether.  In  some  instances  this  was  justified,  but  in  others  it  may  not  have  been.  In 
any  case,  it  is  widely  acknowledged  that  there  has  been  a  shift  in  the  examination  process, 
with  bank  examiners  becoming  overly-pessimistic  about  the  repayment  of  existing  credits 
and  excessively-cautious  about  the  prospects  for  those  that  may  be  booked  in  the  future. 
This  has  discouraged  banks  from  extending  new  credit  on  the  same  basis  as  in  the  past. 
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Bank  regulation  and  supervision  also  afTects  the  lending  capabilities  of  banks  in  the 
form  of  higher  compliance  costs.  Compliance  with  regulatory  and  supervisory  requirements 
diverts  time  and  resources  of  banks  away  from  their  essential  lending  and  investing 
functions  as  financial  intermediaries  to  activities  that  assure  legal  and  regulatory  require- 
ments are  being  met.  Money  spent  on  legal  costs  by  a  bank  is  money  that  cannot  be  spent 
on  new  or  more  qualified  lending  officers,  for  example.  This  encourages  banks  to  be  more 
selective  in  the  extension  of  credit  to  minimize  the  costs  of  regulation  and  supervision. 
And,  it  encourages  banks  to  make  larger  credits  over  which  to  spread  higher  costs  of 
regulatory  £md  supervisory  compliance.  Small  credits  take  the  same  attention  to  compliance 
detail  as  large  credits. 

The  general  effect  has  been  to  reduce  the  overall  availability  of  bank  credit,  and  to 
make  it  more  difficult  for  some  borrowers  to  obtain  credit  in  specific  situations.  This  has 
occurred  even  though  borrowers  have  been  able  to  obtain  credit  on  a  cost-effective  basis  in 
the  past  and  have  shown  that  they  were  able  to  manage  it  properly. 

As  the  economy  strengthens,  of  course,  businesses  will  be  increasing  their  demand 
for  bank  credit.  Right  now,  however,  many  businesses  have  the  cash  they  need  to  meet  the 
rising  demands  for  their  goods  and  services.  But,  the  economic  recovery  to  date  has  not 
been  particularly  strong.  Bank  lending  for  business  purposes  has  been  affected  accordingly. 
Banks  are  bIbo  not  bidding  aggressively  for  deposits  because  they  are  not  needed  to  meet 
rising  loan  demand.  And,  they  have  temporarily  shifted  the  mix  in  their  tissets  from  loans 
to  investments  in  U.S.  government  and  other  securities  until  loan  demand  firms  and 
deposits  are  needed  to  fund  new  loans.  This  provides  the  liquidity  that  is  needed  to  fund 
loans  as  the  demand  for  credit  increases. 

Thus,  loan  demand  can  be  expected  to  grow  as  the  recovery  strengthens,  as  the 
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overall  demand  for  goods  and  services  becomes  stronger,  and  as  internal  cash  flows  become 
inadequate  to  meeting  the  current  and  prospective  needs  of  businesses.  Typically,  bank 
lending  increases  only  afler  the  recovery  process  has  been  underway  for  some  time  and  the 
economic  upturn  becomes  more  firmly  underway.  The  lags  can  be  quite  considerable 
between  the  onset  of  economic  recovery  and  the  upturn  in  bank  lending.  Bank  lending  is  a 
liigging,  not  a  leading,  economic  indicator.  This  is  the  pattern  in  earlier  economic  recover- 
ies, when  bank  credit  did  not  begin  increasing  in  significant  amounts  until  the  recovery 
process  was  well  underway. 

This  means  that  btinks  cannot  and  should  not  be  made  responsible  for  leading  the 
nation  into  full  economic  recovery  in  the  face  of  weak  loan  demands.  But,  they  can  and 
should  play  their  traditionally  important  role  of  providing  credit  as  it  is  needed  for 
productive  purposes  as  the  recovery  proceeds. 

Unfortunately,  the  costs  associated  with  increased  regulatory  and  supervisory 
requirements  will  be  making  that  task  more  difficult  this  time  around.  Bank  lending  will 
surely  increase  as  the  need  arises,  but  it  will  take  longer  this  time,  and  the  demand  for 
credit  will  have  to  be  that  much  stronger  than  before  for  it  to  be  forthcoming  in  the 
amounts  and  on  the  terms  and  conditions  that  may  be  needed. 

While  the  costs  associated  with  bank  regulation  and  supervision  will  be  impeding 
banks  from  providing  credit  on  the  same  basis  as  in  the  past,  their  competitors  are  not 
opterating  under  the  same  cost  constraints.  To  be  sure,  most  small  businesses  depend  on 
banks  to  meet  their  credit  needs.  For  many  small  businesses,  banks  are  their  only  source  of 
credit.  Larger  businesses  do  not  operate  under  the  same  constraints.  They  have  access  to  a 
variety  of  sources  of  credit,  including  the  securities  market,  where  they  can  place  their  debt 
and  other  securities  directly  with  lenders. 
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Small  buBineasee  have  far  fewer  options.  And,  the  options  that  do  exist  have  not 
always  met  their  needs  and  purposes.  Insurance  companies,  finance  companies  and 
nonbtmk  leasing  companies,  for  example,  all  provide  funding  to  meet  small  business  credit 
needs.  Much  of  this  lending,  however,  is  backed  by  business  assets,  rather  than  by  the 
fundamental  creditworthiness  of  the  borrower,  which  is  the  basis  on  which  most  bank 
small  business  lending  takes  place.  Nonbank  sources  of  credit  have  not  traditionally  been 
able  to  provide  credit  to  small  businesses  on  this  same  basis  of  borrower  creditworthiness 
or  with  the  same  convenience  as  a  bank. 

All  of  this,  however,  is  changing.  There  are  those  who  see  technological  and  other 
developments  potentially  eroding  the  role  of  banks  in  continuing  to  serve  as  a  unique  and 
accessible  source  of  small  business  credit.  The  Association  of  Reserve  City  Bankers  (ARCB) 
recently  commissioned  the  consulting  firm  of  Furash  &  Company  to  investigate  this  matter 
further.  The  results  of  the  study  will  be  made  available  later  this  spring.  The  preliminary 
results,  however,  suggest  that  while  small  business  lending  is  one  of  the  few  lines  in  which 
nonbank  institutions  have  not  made  competitive  inroads  against  the  banks,  the  potential  is 
there  for  this  to  begin  occurring  in  the  future. 

To  the  extent  that  this  does  occur,  of  course,  it  means  that  banking  institutions  will 
be  operating  against  other  financial  entities  not  bearing  the  same  regulatory  and  superviso- 
ry costs.  This  will  increase  competition  in  the  funding  of  small  business  credit  needs, 
which,  by  itself,  would  be  a  positive  development  for  borrowers  and  one  about  which  Con- 
gress may  not  be  particularly  concerned. 

But,  it  is  raised  here  because  it  will  mean  an  unfair  source  of  competition  for  banks 
and,  over  time,  an  erosion  of  their  role  in  funding  small  business  credit  needs.  Ultimately, 
it  will  mean  a  reduced  ability  on  the  part  of  banks  to  manage  risk  by  diversifying  credits 
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over  a  larger  population  of  borrowers,  as  aiiiall  business  borrowers  drift  away  to  nonbank 
competitors.  This  drift  of  bank  borrowers  to  nonbank  lenders  will  occur  if  they  can  offer 
more  attractive  lending  terms  because  they  do  not  have  the  same  high  regulatory  and 
supervisory  costs  as  beuiks. 

Reduced  regulatory  and  supervisory  costs  for  banks  would  help  alleviate  this 
development.  This  would  assure  that  banks  can  remain  competitive  in  the  provision  of 
credit  to  small  business.  The  availability  of  business  credit  on  competitive  and  fair  terms  is 
an  issue  which  should  be  important  to  Congress,  the  Administration  and  other  banking 
policymakers. 

Until  then,  banks  will  remain  the  primary  source  of  credit  for  small  businesses  in 
this  country.  But,  existing  regulatory  and  supervisory  costs  will  stand  as  a  very  real  barrier 
to  meeting  their  credit  needs  on  the  same  basis  as  in  the  past  once  their  credit  demands 
begin  firming  as  the  economy  moves  forward  more  convincingly  in  the  months  ahead. 

President  Clinton's  recent  announcement  of  actions  designed  to  alleviate  the    . 
regulatory  and  supervisory  burden  of  banks  is  certainly  a  welcome  development.  Particular- 
ly helpful  will  be  the  proposed  reduction  in  documentation  needs  and  encouragement  for 
banks  to  make  loans  baised  on  the  creditworthiness  of  the  borrower,  so-called  "character" 
loans.  The  latter,  as  noted  earlier,  has  traditionally  been  the  strongpoint  in  bank  lending  to 
small  businesses. 

As  necessary  and  welcome  as  these  actions  are,  however,  they  are  not  sufficient  to 
reducing  the  regulatory  and  supervisory  costs  that  stand  in  the  way  of  increased  bank 
lending  to  small  businesses  in  the  future.  More  needs  to  be  done  by  the  Congress,  the 
Administration  and  the  bank  regulatory  agencies  working  with  the  industry  and  the 
business  community  to  accomplish  this  objective. 


215 


An  flxcdlent  place  to  atart  would  be  enactment  of  the  Elconomic  Growth  and 
Regulatory  Paperwoi^  Reduction  Act,  introduced  in  the  House  by  Congressmen  Bacchus 
and  Bareutw  as  H.R.  962  and  in  the  Senate  by  Senator  Shelby  as  S.  265.  That  legislation  is 
needed  if  the  costs  of  current  bank  regulatory  and  supervisoiy  requirements  are  to  be 
reduced  signiflcantly  in  the  future. 

Particularly  important  in  that  legislation  are  provisions  that  would  ease  the  burden 
on  bank  directors  and  officers.  Current  law  and  recent  court  decisions  have  opened  the 
possibility  of  legal  action  b^n  taken  against  bank  ofTicers,  directors  or  m^jor  shareholders 
even  when  there  is  no  evidence  of  negligence.  This  is  making  it  difficult  to  retain  and 
attract  qualified  individuals  to  serve  as  bank  directors.  The  proposed  legislation  would 
reimpose  the  need  to  meet  a  negligence  standard  in  bringing  legal  actions  against  btmks, 
easing  the  potential  risk  bank  directors  face. 

Other  important  provisions  in  that  legislation  deal  with  the  unnecessary  and 
burdensome  auditing  requirements  in  FDICIA.  Among  other  things,  FDICIA  requires  large 
banks  to  have  independent  audit  committees  of  directors  who  are  not  "large  borrowers' 
from  the  bank.  The  proposed  legislation  would  change  this  situation  so  that  it  would  iq>ply 
only  to  large  individual  borrowers,  rather  than  to  directors  whose  firms  may  be  significant 
bank  customers. 

Another  crucial  provision  in  the  bills  would  repetil  or  modify  Section  132  of  FDICIA, 
which  requires  the  bank  regulatory  agencies  to  establish  managerial  and  operational 
standards  for  banks.  This  requirement  in  FDICIA  holds  the  potential  for  serious  micro- 
management  of  banks  through  the  regulatory  and  supervisory  process.  The  proposed 
legislation  would  repeal  or  relax  this  provision  of  FDICIA,  which  would  be  proper  course  of 
action. 
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If  CongresB  chooses  not  to  repeed  Section  132  of  FDICIA,  it  should  at  the  very  least 
amend  that  Section  of  the  Act  to  substitute  the  following  requirements  for  internal 
managerial  and  operational  standards  at  banks:  (1)  ensure  the  bank  management  has 
appropriate  and  necessary  internal  managerial/operationtd  policies,  procedures  and 
practices  in  place;  (2)  ensure  that  boards  of  directors  see  that  appropriate  internal  policies 
and  procedures  are  in  place;  and  (3)  require  that  management  internal  policies,  procedures 
and  practices  be  available  for  review  by  bank  supervisors  on  a  regular  basis  as  part  of  the 
ongoing  supervisory  process.  This  would  avoid  micro-management  of  banking  through  a 
more  elaborate  and  unnecessary  set  of  regulatory  and  supervisory  requirements,  which  is  a 
real  danger  under  the  current  provisions  of  FDICIA. 

ARCB  has  offered  to  the  bank  regulatory  agencies  a  set  of  speciflc  internal  manage- 
rial Emd  operational  standards  for  their  consideration  in  implementing  this  provision  in 
FDICIA.  The  agencies,  however,  may  not  adopt  them  because  their  behavior  is  being  driven 
by  Congressional  policy.  Accordingly,  they  may  be  concerned  about  Congressional  inten- 
tions  in  Section  132,  or  they  may  themselves  believe  that  an  elaborate  set  of  managerial 
and  operational  standards  is  necessary  and  appropriate.  The  alternatives  noted  above 
would  clarify  matters  by  directing  the  regulatory  eigencies  to  rely  on  internal  policies  and 
procedures  of  banks  as  being  sufTicient  and  appropriate.  I  will  be  pleased  to  provide  you 
with  the  recommendations  ARCB  has  made  to  the  bank  regulatory  agencies  in  this  area. 

Another  important  provision  in  the  proposed  legislation  would  ref>eal  the  market- 
value  disclosure  rules  included  in  FDICIA,  calling  for  a  study  of  market-value  accounting. 
ARCB  has  sponsored  one  study  in  this  area,  which  may  be  suggestive  of  how  Congress 
might  wish  to  proceed.  That  study,  entitled  Estimating  Fair  Values  for  Financial  Instru- 
ments: Disclosure  and  Beyond,  was  conducted  for  the  Association  by  KPMG  Peat  Marwick. 
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ARCB'e  stu4y  found  that  potential  usoB-analysts,  institutional  investorB,  financial 
advisers— are  opposed  to  market  value  accounting  as  the  primary  basis  of  preparing 
financial  statements.  The  study  also  found  that  preparers  of  such  information  are  skeptical 
about  the  usefulness  and  reliability  of  market  value  data.  The  costs  of  providing  such 
information  was  also  found  to  be  high.  The  study  also  found  a  significant  difference  in 
assessments  of  market  values  among  providers  of  such  information,  raising  questions  about 
their  overall  reliability  and  us^ulnees. 

This  study  suggests  that  much  more  needs  to  be  known  about  market  value 
accounting  before  it  is  pursued  further  under  the  provisions  of  FDICIA.  Banks  are  now 
required  to  disclose  market  values  in  financial  statements  by  the  Financial  Accounting 
Standards  Board  (FASB).  The  usefulness  of  such  information  should  be  determined  first 
before  proceeding  with  the  provisions  in  FDICIA,  which  should  be  repealed.  In  the 
meantime,  I  will  be  pleased  to  provide  members  of  the  Subcommittee  with  copies  of  the 
Peat  Marwick  study  if  that  would  be  helpful. 

Another  provision  in  the  proposed  legislation  deals  with  the  issue  of  pa3ring  interest 
on  the  sterile  reserves  held  by  banks  Federal  Reserve  Banks.  While  the  proposed  legislation 
calls  for  a  study  of  this  issue,  it  would  be  more  appropriate  to  move  ahead  with  the 
payment  of  interest  now. 

Currently,  all  banks  are  required  to  hold  reserves  at  Federal  Reserve  Bank  without 
receiving  interest.  A  study  commissioned  of  the  Institute  for  Strategy  Development  by  the 
Association  of  Reserve  City  Bankers  (ARCB)  in  1992,  entitled  Realigning  Reserves:  A 
Rationale  for  Reform  of  the  St«ile  Rcaerye  Requirements,  noted  that  the  failure  to  pay 
intareet  on  sterile  reearve  balances  meant  a  loss  of  $1.61  billion  in  bank  earnings  in  1991. 
This  was  a  special  tax  of  eight  percent  on  industiy  earnings  that  year,  over  and  above  what 
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it  paid  in  corporate  and  other  taxes.  And,  because,  bank  capital  is  generated  out  of  bank 
earnings,  this  translates  into  a  special  tax  on  bank  capital. 

As  noted  earUer,  many  banks  have  sought  to  meet  higher  capital  ratios  required 
under  regulation  by  slowing  their  rate  of  asset  growth.  Reduced  growth  in  assets  has  the 
effect  of  raising  capital-assets  ratios,  allowing  banks  to  reach  requirements.  Indeed,  this 
would  have  been  the  only  way  a  bank  could  reach  the  higher  required  asset-capital  ratios  if 
its  e{u-nings  were  not  sufficient  for  that  purpose  or  it  could  not  access  the  capital  markets 
through  the  issuance  of  debt  or  equity  securities. 

The  overall  effect  of  higher  asset-capital  ratios  has,  thus,  been  to  encourage  banks 
to  reduce  their  rate  of  growth  in  bank  loans  and  other  assets.  As  shown  in  Chart  2,  asset 
growth  rates  have  clearly  declined  in  recent  years,  while,  as  shown  in  Chart  3,  capital-asset 
ratios  have  risen.  Slower  asset  growth  meant  that  fewer  loans  were  being  made  by  banks, 
or  fewer  investments  were  being  held  to  make  loans  in  the  future. 

The  pa)mient  of  interest  on  sterile  reserves  would  have  meant  that  banks  did  not 
need  to  reduce  their  rate  of  growth  of  bank  loans  and  other  assets  as  much  as  they  did  to 
meet  the  higher  capital  requirements.  As  long  as  high  capital  ratios  are  required,  and  it 
appears  that  will  be  the  case  in  the  foreseeable  future,  the  industry  should  not  be  penalized 
by  having  its  capital  continue  to  be  taxed,  as  it  is  through  the  non-pajTnent  of  interest  on 
reserves. 

The  payment  of  interest  on  reserves,  of  course,  is  a  budgetary  issue  for  the  federal 
government,  since  it  would  mean  less  revenue  for  the  Federal  Reserve  to  turn  over  to  the 
U.S.  Treasury  each  year.   That  understandably  is  a  matter  of  concern  to  Congress  and  the 
Administration  in  the  face  of  the  huge  federal  deficit. 

It  need  not  be  a  budgetary  issue,  however,  if  the  interest  were  transferred  upon 
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payment  to  the  Bank  Insurance  Fund,  which  insures  bank  deposits.  Those  pajmients  would 
then  be  used  to  build  up  the  Fund  to  the  requisite  1.25  percent  of  insured  deposits,  under 
FDICIA.  Those  payments  should  properly  be  viewed  as  a  gain  in  federal  revenue  under 
current  budgetary  practices.  And,  as  such,  they  would  offset  the  loss  of  revenue  to  the 
Treasury  from  the  Federal  Reserve  resulting  from  the  pa3Tnent  of  interest  on  reserves.  The 
transaction  should  be  considered  a  wash  for  budgetary  purposes. 

There  are  some  who  question  whether  or  not  this  budgetary  treatment  is  feasible 
under  current  law.  If  it  is  not,  and  we  do  not  see  why  it  would  not  be.  Congress  is  encour- 
aged to  work  with  the  Administration  in  assuring  that  any  objections  to  such  a  transaction 
on  budgetary  grounds,  to  the  extent  that  they  actually  do  exist,  are  eliminated. 

This  change  would  allow  the  Bank  Insurance  Fund  to  be  built  up  more  quickly  over 
time.  It  would  also  reduce  the  tax  on  bank  capital  which  the  failure  to  pay  interest  on 
sterile  reserves  represents.  Once  the  legal  requirement  for  the  ratio  of  the  Fund  to  equEd 
1.25  of  insured  bank  deposits  is  reached,  the  interest  should  be  paid  directly  to  the  banks, 
thereby  preventing  any  further  special  taxation  of  bank  capital  by  the  failure  to  make  this 
interest  payment. 

If  bank  capital  is  to  continue  to  form  the  centerpiece  of  banking  regulation  in  the 
future,  as  it  appears  it  will,  then  clearly  Congress  should  foster  the  accumulation  of  bank 
capital,  rather  than  continuing  to  allow  it  to  be  taxed.  Congress  should  also  foster  capital 
growth  through  a  system  on  incentive-based  regulation. 

ARCB  supports  such  a  system  of  incentive-based  regulation  under  which  "well 
capitiilized"  banks  are  subject  to  lower  regulatory  burdens  and  costs,  in  addition  to 
potentially  being  afforded  greater  competitive  opportunities  in  the  future.  The  same  should 
apply  adso  to  "adequately  capitalized"  banks  meeting  other  non-capital  managerial  and 
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operational  requirements.  This  would  encourage  banks  to  seek  higher  capital  rankings  at 
the  earliest  possible  date.  ARCB  would  be  pleased  to  work  with  Congress  in  developing  and 
pursuing  such  a  system  of  incentive-based  capital  regulation  in  the  future. 

Another  matter  of  considerable  concern  to  the  banking  industry  is  the  extraordinary 
burden  represented  by  the  Community  Reinvestment  Act  (CRA).  That  Act  requires  banks 
to  meet  local  community  needs.  This  is  an  admirable  goal,  and  one  that  the  banking 
industry  works  to  support.  Indeed,  the  industry  does  not  often  get  the  recognition  for  all  it 
does  in  meeting  the  needs  of  local  communities.  It  should  be  noted  that  regulatory  require- 
ments in  this  area  are  not  shared  by  nonbemk  competitors,  such  as  mutual  funds. 

Unnecessary  burdens  associated  with  that  Act,  however,  should  be  eliminated.  In 
particular,  the  bank  regulatory  agencies  should  be  directed  to  eliminate  rules  under  CRA 
that  allow  a  bank  or  bank  holding  company  to  be  subjected  to  protests  during  the  merger 
and  Etcquisition  process  in  spite  of  an  "outstanding"  or  "satisfactory"  CRA  rating.  Such 
ratings  should  be  considered  conclusive  evidence  of  an  institution's  record  when  application 
is  made.  Hearings  and  lengthy  protests  against  applicants  with  good  records  in  this  area 
unnecessarily  drive  up  bank  costs  and  divert  resources  that  could  be  better  used  in  lending 
and  other  banking  activities,  with  no  unintended  consequences  to  the  objectives  of  the 
Community  Reinvestment  Act. 

Final  note  should  be  made  of  several  proposals  in  Congress  for  creating  a  secondcuy 
market  in  small  business  loans.  This  is  being  viewed  by  some  as  a  positive  development  in 
providing  liquidity  for  such  loans  and  improving  the  access  of  small  businesses  to  bank 
credit. 

These  proposals,  however,  should  be  approached  with  a  certain  sense  of  caution. 
Liquidity  is  not  currently  the  problem  for  small  business  lending.  There  is  currently  plenty 
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of  liquidity  in  the  banking  eystem.  This  will  be  helpful  in  meeting  small  businesB  credit 
needs  as  the  demand  for  business  credit  intensifies  in  the  period  ahead. 

But,  there  is  a  concern  also  that  mechanisms  for  creating  secondeuy  markets  in 
small  business  loans  will  grow,  possibly  with  a  government  guarantee,  to  supplant  private 
bank  lending  to  small  business.  This  would  remove  banks  from  one  of  their  last  traditional 
activities-lending  to  small  business.  That  business  tends,  by  its  very  nature,  to  depend  on 
credit  judgments  and  lending  characteristics  that  are  not  immediately  quantifiable  or  easily 
standardized.  Yet,  standardization  is  an  essential  characteristic  for  selling  assets  in 
secondary  markets.  And,  to  the  extent  that  standardization  replaces  the  credit  Judgments 
of  banks  as  lenders,  small  businesses  not  fitting  the  norm  may  find  sources  of  bank  credit 
declining,  rather  than  rising,  as  banks  seek  to  normalize  their  small  business  credits  for 
secondary  market  purposes. 

Thank  you  very  much  for  allowing  me  to  appear  before  the  Subcommittee  today.  I 
will  be  pleased  to  answer  any  questions  you  may  have. 
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Mr.  Spratt,  Thank  you. 

We  are  going  to  finish  taking  the  testimony  from  the  whole  panel 
and  then  open  it  up  to  questions. 

Let  me  introduce  to  the  panel  two  new  members  of  the  commit- 
tee who  have  arrived,  Marjorie  Mar^olies-Mezvinsky  fi-om  Philadel- 
phia, and  Chris  Shays  from  Connecticut. 

Mr.  Lauffer,  we  are  pleased  also  to  have  you  here  today.  As  with 
the  other  witnesses,  you  can  summarize  your  testimony.  We  have 
already  made  it  part  of  the  record.  But  the  floor  is  yours  to  pro- 
ceed. Thank  you  for  coming. 

STATEMENT  OF  JAMES  R.  LAUFFER,  CHAIRMAN,  PRESmENT, 
AND  CHIEF  EXECUTIVE  OFFICER,  FIRST  NATIONAL  BANK  OF 
HERMINIE,  mWIN,  PA,  AND  PRESIDENT,  INDEPENDENT 
BANKERS  ASSOCIATION  OF  AMERICA 

Mr.  Lauffer.  Thank  you,  Mr.  Chairman.  We  thank  you  for  the 
opportunity. 

My  name  is  Jim  Lauffer  and  I  am  chairman,  president,  and  CEO 
of  a  $185  million  bank,  23  miles  east  of  Pittsburgh,  PA,  with  six 
offices.  I  have  been  with  the  bank  for  32  years.  I  have  been  CEO 
for  22  years. 

I  can  relate  to  what  Bill  has  said.  In  fact,  the  times  we  have  tes- 
tified, we  sort  of  go  back  and  forth,  understanding  the  problem 
when  we  came  into  banking  and  what  banking  is  now. 

But  anyway,  we  would  like  to  talk  about  the  credit  crunch  and 
what  the  President  said.  We  were  fortunate  enough  to  be  at  the 
White  House  a  week  or  so  ago.  President  Clinton  said,  "Today  we 
are  taking  a  step  to  speed  the  economic  recovery  that  will  increase 
access  to  credit  for  the  main  engine  of  the  economy — small  and  me- 
dium-sized businesses." 

He  added  that  bankers  will  be  encouraged  to  use  their  judgment 
to  determine  whether  a  borrower  is  creditworthy.  We  feel  more 
needs  to  be  done. 

Chairman  Greenspan,  at  our  convention  in  San  Diego,  is  quoted 
as  saying  that  credit  is  ti^ht  for  several  reasons.  Not  only  have 
bankers  become  more  cautious,  but  he  specifically  pointed  to  the 
1989  savings  and  loan  legislation,  FIRREA,  and  the  FDIC  Improve- 
ment Act,  FDICIA,  saying  that  "the  other  critical  external  force 
contributing  to  reduced  credit  availability  at  small  businesses  is  re- 
cent banking  legislation,  FIRREA  and  FDICIA," 

Then  he  went  on  to  sav,  "The  scale  and  sheer  detail  of  portions 
of  the  recent  legislation  nave,  I  believe,  played  an  important  role 
in  constraining  small  business  credit  flows." 

To  put  that  in  perspective,  we  don't  even  have  all  of  FDICIA  yet. 
There  are  60-some  work  CTOups  with  the  regulatory  agencies  work- 
ing on  all  parts  of  FDICIA.  And  you  take  that  60-some  work  groups 
and  bring  it  into  a  manual,  as  Bill  has  said,  and  come  into  a  com- 
munity bank  where  there  might  only  be  10  or  20  or  50  employees, 
and  tiy  to  take  those  60  groups,  what  they  put  in  the  regs,  and  put 
them  into  process  within  your  bank,  is  a  difficult  situation. 

But  we  do  agree  with  the  President's  first  step.  But  it  has  to 
make  the  trip  clear  down  to  the  examiners. 

What  I  mean  by  that,  Bill  brought  up  the  point  of  C-SPAN,  and 
I  remember  back  a  couple  of  years  ago,  watching  C-SPAN  when 
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the  Comptroller  of  the  Currency — ^we  are  a  national  bank  so  we  are 
controlled  by  the  Comptroller  of  the  Currency — was  basically  hung 
out  to  dry.  He  was  blamed  for  the  whole  situation  in  the  banking 
system  that  his  people  didn't  audit,  didn't  examine  the  way  they 
should,  and  he  was  pretty  much — ^he  lost  his  job  and  he  was  pretty 
much  hung  out  to  dry. 

Well,  you  had  all  those  young  bank  examiners  back  in  all  the 
States  watching  C-SPAN,  and  a  week  or  so  after  that,  the  regu- 
latory people  met  and  they  were  supposed  to  get  down  through  to 
the  examiners,  loosen  up,  allow  banks  to  make  more  loans,  get  this 
economy  going. 

Well,  there  are  two  signals  sent  there.  One,  they  watched  their 
boss  being  hung  and  fired,  and  two,  they  are  told  to  loosen  up. 

So  what  are  you  going  to  do  if  you  are  a  young  examiner?  You 
are  going  to  cover  yourself  You  are  going  to  classity  everything  you 
can  classify  so  that  you  are  covered.  So  there  were  mixed  signals. 

What  the  President  is  trying  to  do  has  to  get  down  to  the  exam- 
ination people,  people  in  tne  field.  If  it  doesn't,  this  is  going  to  be 
meaningless. 

We  also  feel  that  legislation  is  needed.  The  micromanagement  of 
banking  is  at  the  place  of  being  ridiculous.  We  spend  more  time 
dealing  with  bank  examiners.  We  practically  shut  down  6  weeks  to 
2  months  a  year  to  deal  with  the  OCC  compliance,  safety  and 
soundness,  and  CRA  exams.  And  if  you  take  that  many  people,  our 
people  have  to  communicate  with  their  people,  sit  down  in  meet- 
ings, get  the  material,  you  almost  shut  down  your  bank. 

And  I  think  Bill  will  agree,  in  small  banks  it  is  almost  impossible 
to  do  your  normal  daily  work  when  those  examiners  are  in  there. 

I  agree  with  the  points  he  made.  There  is  not  a  banker  in  this 
country  that  I  know  that  wants  to  do  away  with  anything  that  has 
to  do  with  safety  and  soundness.  It  is  a  determination  for  you  peo- 
ple as  to  what  is  safety  and  soundness  and  what  isn't.  Believe  me, 
there  is  a  lot  in  those  manuals  right  there  that  is  not  safety  and 
soundness,  has  nothing  to  do — it  is  only  form.  It  doesn't  make 
money  for  the  bank,  it  doesn't  do  anything  for  the  community,  it 
just  gives  you  a  bunch  of  forms  to  fill  out. 

Section  132  of  FDICIA  has  not  even  been  put  into  play  yet.  That 
section  alone  is  going  to  deal  with  a  wide  variety  of  internal  proce- 
dures, including  internal  controls,  loan  documentation  practices, 
credit  underv/riting  standards,  interest  rate  risk  exposure,  asset 
gn"owth,  ratio  of  classified  assets  to  capital  earnings  and  stock  valu- 
ation. That  hasn't  even  been  put  into  play. 

And  we  are  asking  you,  the  Independent  Bankers  Association  of 
America,  our  position  is  we  would  like  to  see  that  section  at  least 
delayed  until  we  can  deal  with  all  the  other  sections  that  are  al- 
ready on  the  table. 

We  were  challenged  by  Chairman  Greenspan  to  do  a  study  to 
prove  how  much  compliance  was  costing.  So  we  did  that  study.  We 
hired  Grant  Thornton,  We  did  a  study  of  three  pre-FDICIA  regula- 
tions— it  was  $3,2  billion.  And  I  know  the  ABA  and  the  larger 
banks  have  estimates.  There  are  a  lot  of  figures  out  there,  and  they 
are  credible  figures.  This  money  is  costing  the  economy — some- 
body's paying  for  this  regulation.  It  is  either  consumers  or  share- 
holders, and  the  economy  in  general. 
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So  we  are  asking  that  you  think  about  delaying  section  132.  Bill 
and  I  testified  before  Senator  Bumpers'  subcommittee  a  couple  of 
weeks  ago,  and  the  point  came  out  about  ethics,  and  Senator 
Bumpers  said,  *We  have  an  ethics  manual,  and  I  assume  you  gen- 
tlemen have  one,  too."  He  related  that  you  are  afraid  to  do  any- 
thing or  write  a  letter  or  serve  your  constituent  because  vou  don't 
know  where  it  might  show  up  or  how  it  might  be  perceived. 

So  the  point  I  would  like  to  make  to  you  gentlemen  is  that  Con- 
gress passed  FIRREA  and  FDICIA  acting  like  we  are  all  Charles 
Keatings,  just  as  you  have  got  this  big  ethics  manual  because  a 
couple  of  your  associates,  peers,  fellow  members  have  violated  some 
laws,  you  are  dealing  with  this  big  manual,  we  are  dealing  with 
that  whole  pile  now  because  we  are  treated  like  we  are  all  dishon- 
est. And  that  dishonesty  is  a  very,  very  small  percentage. 

So  we  have  written  a  law  as  a  knee-jerk  reaction  to  cover  every- 
thing and  micromanage  everything  when  it  is  really  not  needed. 

I  agree  with  the  point  about  tne  GAO  exam  study.  They  were 
using  examinations  from  about  1989  to  1991.  The  deal  was 
changed  so  drastically  that  if  really  you  are  going  to  do  a  study, 
it  should  be  based  on  what  is  in  place  today. 

The  other  thing  we  would  like  to  talk  about  is  the  Community 
Development  Bank  proposal.  We  are  in  favor  of  community  devel- 
opment banks.  We  feel  that  within  the  system  itself  there  are  ways 
to  promote  community  development  without  forming  another  gov- 
ernment-sponsored program,  without  going  from  scratch  on  98 
more  community  development  banks. 

There  are  also  proposals  out  there  on  loans  to  do  a  secondary 
market  for  small  loans,  also  creating  a  government-sponsored  en- 
terprise to  do  small  business  loans.  We  are  skeptical  about  the  gov- 
ernment-sponsored enterprise,  how  that  will  work,  if  it  would  be 
fair  to  the  lenders  that  are  out  there  now. 

We  want  to  study  the  proposals  of  how  a  secondary  market  could 
be  used  for  small  business  loans.  But  there  are  a  lot  of  problems 
in  that  area,  because  not  all  business  loans — in  fact,  most  business 
loans — are  not  cookie-cutter  loans.  They  are  not  like  a  one-to-four 
family  mortgage  that  can  go  in  the  secondary  market  very  easily, 
or  credit  card  securitization  or  auto  loans.  Each  small  business 
loan  is  different. 

We  also  think  that  legislation  has  to  come  about  in  lender  liabil- 
ity. Mr.  Thomas  testified  and  so  did  Bill  that  you  can't  get  direc- 
tors. Anybody  that  looks  at  the  responsibilities  and  the  liabilities 
is  not  going  to  serve  on  your  board.  And  this  is  a  critical  part  of 
what  we  are  dealing  with  in  community  banks.  So  that  has  to  be 
looked  at. 

Environmental  liability  and  bankruptcy  are  two  other  things  that 
have  to  be  done  by  legislation  to  correct  them.  On  lender  liability, 
there  is  no  reason  in  the  world  why  a  lender  who  lent  $30,000  for 
a  gas  station,  for  example,  and  had  to  take  that  property  back, 
should  be  liable  for  a  $1  million  cleanup.  When  you  made  the  loan, 
you  only  thought  you  were  going  to  be  out  $30,000.  And  we  are  in 
the  risk  business,  and  that  was  a  risk  you  are  willing  to  take,  but 
the  way  it  stands  now  you  could  be  involved  in  a  million-dollar 
cleanup.  Something  has  to  give  in  that  area. 
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Also,  the  bankruptcy  laws  need  to  be  changed,  because  they  are 
just  too  easy.  You  look  at  the  number  of  filings  over  the  years,  and 
it  has  doubled,  tripled.  Something  has  to  l^  done  in  Doth  those 
areas. 

Going  back  to  environmental  liability,  we  won't  look  at  a  gas  sta- 
tion, print  shop  or  dry  cleaners  anymore.  The  small  businesses,  you 
put  them  through  the  environmental  check  that  has  to  be  done  and 
the  cost,  and  the  liability  that  is  still  there  on  the  bank's  part,  it 
is  just  not  worth  the  risk  of  making  the  loan. 

I  would  like  to  give  you  a  couple  of  examples.  We  have  asked 
some  of  our  members  to  send  in  examples,  as  Bill  has  used  and  Mr. 
Thomas  has  used  also.  One  is,  we  had  a  fellow  banker  testify  be- 
fore the  House  Committee  on  Small  Business,  and  Congressman 
Mac  Collins  of  Georgia  asked  him  this  question:  "Based  on  today's 
regulations,  do  you  look  at  a  small  business  borrower  based  on  the 
risk  involved  in  the  loan,  or  is  your  attention  focused  more  on  the 
regulations  involved  in  the  loan?" 

And  our  banker  from  Florida  answered  this  way,  from  an  experi- 
ence that  one  of  his  associates  had.  He  said  he  brought  the  loan 
to  the  board.  The  first  director  wanted  to  know  what  the  regulatory 
people  were  going  to  think  of  the  loan.  The  second  wanted  to  know 
how  the  loan  committee  was  going  to  classify  it.  The  third  wanted 
to  see  the  appraisal  and  the  comparables  on  the  appraisal  to  make 
sure.  The  fourth  wanted  the  environmental  liability  study.  And 
they  turned  the  loan  down  before  they  ever  looked  at  credit,  or  if 
this  loan  could  be  paid  back  or  if  it  would  include  something  that 
would  be  good  for  the  community  and  more  employment. 

It  was  turned  down  simply  because  you  look  at  the  regulations 
first.  That  is  the  first  thing  we  have  got  to  look  at.  We  have  got 
to  look  at  what  is  in  those  books  and  then  if  anything  is  close,  you 
don't  make  it,  you  just  don't  make  it.  Because  Bill  put  it  very  well: 
You  get  enougn  loans  substandard,  you  have  got  to  increase  your 
loan  loss  reserve,  you  get  a  big  percentage  in  there,  and  you  are 
in  trouble,  and  you  are  talking  about  a  whole  new  set  of  laws  and 
a  whole  new  set  of  problems  that  you've  got  to  deal  with,  with  a 
lot  of  substandard  loans.  So  you  really  look  at  the  loan  based  on 
where  you  think  it  is  going  to  stand  with  the  regulators. 

Another  example  came  in  of  two  druggists  that  started  a  dis- 
count drug  store  and  did  very,  very  well.  A  few  years  later  they 
wanted  to  expand,  and  the  expansion  was  out  of  the  market  area 
of  their  bank,  but  they  wanted  the  bank  to  lend  them  the  money 
and  the  bank  wanted  to  lend  them  the  money.  But  a  few  years  pre- 
vious to  that,  the  examiners  had  classified  loans  outside  their  mar- 
ket area,  and  because  that  had  been  done  in  the  past,  they  said: 
We  are  not  going  to  be  able  to  make  the  loan  unless  we  were  able 
to  do  it  SBA,  so  we  have  a  very  small  percentage  of  risk  because 
it  is  outside  of  our  market  area.  They  lost  the  opportunity  for  the 
loan. 

A  customer  had  a  loan,  $165,000,  well-secured  by  property  and 
real  estate — that  loan  probably  could  not  be  made  today  under  the 
situations  that  are  present.  He  had  paid  periodically  on  the  loan 
large  sums  for  17  years;  it  was  an  ongoing  type  of  thing.  But  the 
examiners  came  in  and  there  wasn't  an  up-to-date  financial  state- 
ment. The  previous  financial  statement  didn't  show  what  the  exam- 
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iners  thought  it  should  show,  so  they  classified  the  loan  sub- 
standard. 

Meanwhile,  the  man  comes  in  for  a  piece  of  equipment  at  an  auc- 
tion, very  small  price,  $10,000  on  maybe  a  $20,000,  $25,000  piece 
of  equipment.  The  bank  had  to  refuse  the  loan  because  they  al- 
ready had  a  substandard  loan  on  the  books  for  the  party.  And  if 
you  have  got  a  substandard  loan  on  the  books  for  the  party,  you 
just  don't  make  another  loan  to  that  party,  whether  you  have  got 
good  collateral  or  what. 

Signature  loans  are  out  of  the  question.  The  character  lending 
part  of  community  banks,  it  is  a  thing  of  the  past. 

Another  example  is  a  well-run  truck-stop  restaurant.  A  guy 
wanted  to  expand,  and  because  of  the  environmental  problems  and 
what  developed,  to  go  through  and  the  cost  to  give  all  the  certifi- 
cations, he  just  forgot  expansion. 

Another  one,  a  gfuy  wanted  to  borrow  $6,000,  had  been  a  steady 
customer  of  the  bsuik.  The  bank  required  3  years'  tax  returns,  per- 
sonal financial  statement,  business  tax  returns,  corporate  resolu- 
tion— ^he  was  a  small  corporation — ^the  whole  deal,  when  the  guy 
had  a  lot  more  than  that  money  in  the  bank.  He  didn't  want  to  put 
that  money  up.  He  thought  he  was  worth  it  on  his  signature.  But 
whether  it  is  a  $6,000  or  $6  million  loan,  that  is  what  you  need. 

I  appreciate  what  Mr.  Thomas  said  on  smaller  banks.  You  have 

got  to  jump  through  the  same  hoops  for  a  $50,000  loan  as  First 
ihicago  does  on  a  $50  million  loan.  The  customer  has  to  pay  some 
of  those  same  costs.  It  is  just  an  unfair  situation,  both  to  the  bank 
and  to  the  customer. 

And  there  are  a  number  of  other  ideas  that  we  could  throw  out 
that  people  have  had  problems  with,  but  the  point  is,  we  have  to 
get  some  legislative  relief.  You  gentlemen  have  to  roll  back  some- 
thing. We  can't  continue  to  live  under  FIRREA,  FDICIA,  and  then 
look  to  even  more  as  the  GAO  says.  It  is  impossible. 

We  talked  about  the  point  of  small  bankers  just  throwing  up 
their  hands  and  saying.  What  is  the  use?  I  mean,  vou  can't  do  this 
anymore.  You  can't  comply  with  all  that.  I  can't  know  everything 
that  is  in  those  manuals.  And  we  do  ask  for  your  support. 

We  thfink  you  for  this  opportunity,  again,  to  testify.  And  we  will 
be  glad  to  take  any  questions  you  might  have. 
[The  prepared  statement  of  Mr.  Lauffer  follows:] 
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Mr.  Chairman,  my  name  is  James  Lauffer  and  I  sim  Chairman/Presidenty 
CEO  of  The  First  National  Bank  of  Herminie  in  Irwin,  Pennsylvania.    I  am 
serving  as  President-elect  of  the  Independent  Bankers  Association  of  America 
(IBAA).  The  EBAA  is  the  only  national  trade  association  that  exclusively 
represents  the  interests  of  community  banks. 

Introduction 

We  appreciate  this  opportunity  to  testify  before  this  subcommittee  about  the 
regulatory  burdens  experienced  by  financial  institutions  in  lending  to  businesses 
and  consumers.    My  testimony  will  focus  substantially  on  the  credit  crunch  being 
experienced  by  small  businesses  and  President  Clinton's  welcome  efforts  to  correct 
the  problem. 

Small  business  expansion  is  the  engine  for  new  job  creation  and  small 
businesses  are  a  key  focus  for  lending  by  our  banks.   Small  business  loans  are  not 
being  made  to  the  extent  needed  to  sustain  the  economy,  however.   The  credit 
crunch  which  has  enveloped  the  nation  for  so  many  months  continues,  albeit  more 
so  in  some  regions  of  the  coxmtry  than  in  others.    While  there  are  some  signs  that 
the  economy  is  beginning  to  recover,  it  is  a  recovery  that  has  failed  to  create 
sufficient  jobs. 

In  announcing  his  initiative  to  alleviate  the  credit  crunch  President  Clinton 
noted  that,  "Even  if  a  banker  could  personally  vouch  that  an  applicant  was  a 
person  of  good  character  and  an  unblemished  credit  record  and  a  good  business 
track  record,  the  loan  might  still  be  turned  down  because  the  banker  felt  his 
hands  were  tied  by  tight  restrictions."    He  said  his  program  would  change  that: 
"Today  we  are  taking  a  step  to  speed  the  economic  recovery  that  will  increase  jobs 
by  increasing  access  to  credit  for  the  main  engine  of  our  economy  --  small  and 
medium-sized  businesses."    He  added  that  bankers  "will  be  encouraged  to  use 
their  judgment  to  determine  whether  a  borrower  is  credit  worthy." 

The  nation's  highest  fin£mcial  regulatory  officials  clearly  recognize  the 
problem  that  President  Clinton  is  addressing.    In  his  address  before  the  IBAA's 
recent  convention  Federal  Reserve  Board  Chairman  Alan  Greenspan  said  that 
"the  availability  of  credit  remains  a  major  concern."    He  noted  that  credit  has 
tightened  for  several  reasons,  noting  that  "increased  regulation  likely  has  played 
a  role  as  well,  with  the  most  noticable  effect  on  the  supply  of  credit  to  small 
firms."   He  said  that  bankers  have  become  more  cautious,  but  also  specifically 
pointed  to  the  1989  savings  and  loan  legislation  (FIRREA)  and  the  1991  FDIC 
Improvement  Act  (FDICIA),  saying  that,  "The  other  critical  external  force 
contributing  to  reduced  credit  availability  at  small  businesses  is  recent  banking 
legislation  ~  FIRREA  and  FDICIA....[T]he  scale  and  sheer  detail  of ...  portions  of 
recent  legislation  have,  I  believe,  played  an  important  role  in  constraining  small 
business  credit  flows." 

Chairman  Greenspan,  recently  told  the  House  Banking  Committee  thai 
cheu-acter,  or  judgment  lending,  which  has  historically  been  a  significant  pan  of 
small  business  lending,  is  being  regulated  out  of  the  banking  system.   These  loana 
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may  not  meet  the  strictest  paperwork  requirements  taught  in  examiner  school, 
but  they  have  been  the  staple  of  bank  lending  and  local  economic  development  for 
years.   Examiners  insist  that  small  business  loans  meet  strict  standards.   That  is 
driving  these  loans  out  of  our  banks. 

According  to  Chairman  Greenspan,  documentation  requirements  for  these 
loans  have  made  their  cost  prohibitive  for  community  banks.    "What  we  have  done 
by  removing  the  character  loans  is  we  have  removed  the  economic  franchise  of  the 
small  bank  who  had  a  very  strong  competitive  advantage  over  the  larger  banks, 
and  those  from  other  areas,  who  didn't  know  the  people  in  the  particular 
community. ..what  we  are  doing  is  undercutting  our  small  community  banks  by 
essentially  taking  their  franchise  away  from  them..."     He  said  that  reviving  the 
ability  to  make  character  loans  would  play  a  key  role  in  easing  the  credit  crunch. 

Presidential  Initiative  and  Implementation 

President  Clinton's  regulatory  initiative,  if  enthusiastically  implemented  by 
examiners,  will  help  alleviate  the  credit  crunch.    It  is  an  important  first  step.    We 
urge  Congress  to  support  the  initiative  and  to  follow  up  with  targeted  legislation 
to  deal  with  issues  that  cannot  be  handled  administratively.    Congressional  action 
would  also  send  a  concrete  signal  to  the  regulators  that  Congress  supports  a 
balanced  regulatory  approach  consistent  with  safety  and  soundness. 

The  Clinton  plan  would  take  the  following  important  steps  to  increase  small 
business  lending: 

exempt  from  appraisal  requirements  the  real  estate  collateral  for 
smaller  loans  that  are  not  for  the  purpose  of  acquiring  or  refinancing 
real  estate,  and  where  the  lender  is  not  relying  on  the  real  estate 
collateral  as  a  source  of  repayment; 

consider  raising  the  current  $100,000  exemption  level  for  appraisals; 

permit  strong  and  well-managed  banks  to  make  some  loans  to  small- 
and  medium-sized  businesses  and  farmers  on  the  bank  management's 
knowledge  and  evaluation  of  the  borrower  with  minimal 
documentation;  and 

provide  for  a  meaningful  appeals  process  to  deal  with  banker's 
complaints  about  examinations. 

These  proposals  should  make  more  credit  available  at  lower  costs  to 
borrowers  and  give  bankers  a  way  to  appeal  unduly  harsh  or  unreasonable 
examiner  decisions. 

The  details  of  the  plan  which  the  agencies  will  develop  in  the  coming  weeks 
will,  of  course,  be  important.    However,  the  key  to  the  success  of  President 
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Clinton's  initiative  is  whether  examiners  will  adhere  to  its  spirit.    Chairman 
Greenspan  noted  in  his  speech  before  the  EBAA  that,  "Examiners  have  been 
widely  and  severely  criticized  for  permitting  banks  to  have  made  such  bad  credit 
decisions.   That  many  examiners  would  respond  by  becoming  unusually  sensitive 
to  credit-granting  procedures  and  --  as  professionals  --  reluctant  to  respond  to  pleas 
for  more  flexibility  cannot  come  as  a  surprise.    At  last  reading,  the  laws  of  human 
nature  have  not  been  repealed.   This  tendency  to  respond  in  an  overly  cautious 
way  is  doubly  unfortunate,  because  if  there  ever  was  a  time  that  bankers  would  be 
caireful  without  examiner  oversight,  it  was  in  the  earlv  1990s"   (underlining  added 
for  emphasis). 

Here  are  a  few  examples  of  how  examiner  attitudes  will  be  critical: 

First,  the  program  calls  for  more  lenient  treatment  of  "special  mention" 
loans  --  loans  which  are  performing  but  have  some  paperwork  flaw.   The  current 
take-no-risk  examiner  culture  could  lead  examiners  to  downgrade  these  loans  to 
substandEU-d,  making  the  process  more  harsh.    Chairman  Greenspan  cautioned 
that  special  mention  loans  should  not  be  downgraded  in  this  way. 

Second,  the  Chairman  urged  that  additional  loans  "not  be  criticized  for 
smeill  or  occasional  documentation  shortfalls."    However,  examiners  are  spending 
weeks  in  even  the  smallest  banks.   This  commitment  of  time  and  resources 
mandates  a  white-glove  inspection  of  virtually  every  scrap  of  paper  in  the  bank 
and  suggests  to  the  rookie  exemiiner  that  they  are  expected  to  highlight  even  the 
smallest  problems. 

Third,  small  business  loans  made  by  strong  banks  will  be  grouped  in  a 
basket  for  relaxed  regulatory  scrutiny.    How  will  the  regulators  treat  the  basket 
as  it  becomes  larger?  Will  examiners  be  tempted  to  play  it  safe  and  say,  "slow 
down?" 

Fourth,  can  a  workable  and  fair  review  process  be  set  up  in  agencies  if 
examiners  or  their  supervisors  are  Eissigned  to  review  complaints  of  bankers 
against  other  examiners?   Shouldn't  outsiders  be  involved  to  maintain  objectivity? 

Legislation  is  Needed 

It  is  our  firm  belief  that  legislative  action  is  needed  to  permanently  solve 
tne  problem.   That  is  the  only  way  to  reverse  some  of  the  psychological  harm 
caused  by  FDICIA.    As  long  as  the  micro-management  provisions  of  FDICIA  are  in 
place,  regulators  will  point  to  the  law  as  their  mandate  and  bankers  will  continue 
to  be  concerned  that  each  of  their  actions  will  be  second-guessed.   FDICIA  pulls 
the  regulatory  horse  in  one  direction,  while  the  President  is  valiantly  trying  to 
pull  it  in  another.    Examiners  will  read  a  Presidential  admonishment  one  day, 
and  read  the  latest  FDICIA-mandated  micro-management  directive  the  next. 
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Since  Congress  played  a  major  role  in  creating  the  problem  it  is  important 
that  Congress  also  take  an  active  part  in  restoring  a  balanced  climate  that  will 
encourage  prudent  character  lending.   FERREA  and  FDICIA  were  Congressional 
attempts  to  micro-manage  the  bank  regulatory  agencies,  which,  in  turn,  have 
attempted  to  micro-manage  banking.   These  laws  did  not  adequately  differentiate 
between  the  disastrous   S&L  debacle  and  the  manageable  problems  of  the  banking 
industry.    These  attempts  at  micro-management  are  all  too  often  delegated  to 
young  inexperienced  exemiiners  with  unbelievable  powers  -  examiners  who  have 
never  worked  in  the  private  sector  and  without  first  hand  banking  experience. 

While  FDICIA  was  promoted  as  a  way  to  secure  a  safe  and  sound  banking 
system,  we  contend  that  it  will  actually  impede  the  ability  of  banks  to  act  safely 
and  soundly.   For  example,  Section  132  of  FDICIA  requires  Federal  bank 
regulators  to  set  nationwide  standairds  for  a  wide  variety  of  bank  internal 
procedures,  including  a  bank's  internal  controls,  loan  documentation  practices, 
credit  underwriting  standards,  interest  rate  risk  exposure,  asset  growth,  ratio  of 
classified  assets  to  capital,  earnings,  and  stock  valuation.   Section  132  is  a 
Congressional  order  to  the  bank  regulators  to  micro-manage  the  affairs  of  our 
financial  institutions.    The  result  will  be  a  formula  approach  to  lending  with 
regulations  written  to  the  lowest  common  denominator.    Banks'  ability  to  be 
innovative  and  creative  in  responding  to  small  business  loan  needs  will  be  lost. 

This  micro-management  constrains  bankers  by  limiting  their  flexibility  in 
meeting  community  credit  needs.   Many  small  businesses  will  fail  to  obtain  credit 
and  fewer  loans  will  be  made  because  of  this  legislative  straightjacket.    The 
pendulum  has  swung  too  far.   We  are  asking  Congress  to  reverse  the  momentum 
by  repealing  many  provisions  of  FDICIA,  particularly  Section  132.   Regulators 
would  still  retain  the  ability  they  had  before  Section  132  was  enacted  to  stop 
unsafe  and  unsound  practices  at  individual  institutions,  since  these  provisions  are 
already  addressed  in  existing  policy  statements,  regulations,  or  guidelines. 

Penalties 

Congress  should  also  scale  back  the  penalty  provisions  it  enacted  as  part  of 
FIRREA  in  1989.  That  law  gave  regulators  the  power  to  impose  $1  million-dollar- 
per-day  fines  --  a  fact  that  examiners  are  quick  to  point  out  when  discussing  points 
of  difference  with  bankers.  These  powers,  combined  with  FDICIA  and  pre-FDICIA 
regulations,  are  an  important  element  in  regulatory  overkill.  A  small  bank,  with, 
say  $5  or  $10  million  in  capital,  knows  it  cannot  survive  million-dollar-per-day 
fines  and  so  cannot  effectively  oppose  overzealous  examination  policies. 

Cost  of  Compliance 

Our  concern  about  the  cost  of  the  regulatory  burden  pre-dates  FDICIA.    We 
worked  hard  in  1991  for  a  truly  narrow  bill  without  the  regulatory  overkill 
contained  in  that  law.   Last  year.  Chairman  Greenspan  challenged  the  EBAA  to 
provide  documentation  of  the  high  costs  of  over-regulation.   The  IBAA  met  this 
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challenge  with  a  recently  completed  study  which  was  conducted  on  our  behalf  by 
the  accounting  and  consulting  firm  of  Grant  Thornton.    The  study,  a  copy  of  which 
is  attached,  estimates  that  the  annual  cost  for  community  banks  to  comply  with 
just  13  pre-FDICIA  regulations  is  $3.2  billion.   Extrapolating  this  number  to  the 
entire  banking  industry,  we  estimate  that  complying  with  these  13  regulatory 
areas--a  fraction  of  the  rules  that  govern  the  industry-costs  $11  billion  annually. 
Community  banks  are  spending  48  million  hours  annually  complying  with  these 
13  regulatory  areas,  rather  than  engaging  in  the  business  of  lending. 

The  study  also  substantiates  the  report  by  the  Federal  Financial 
Institutions  Examination  Council  (FFEEC),  issued  late  last  year,  which  concluded 
that  the  annual  compliance  cost  for  ail  banks  in  ail  regulatory  areas  may  be  as 
high  as  $17.5  billion.   Comparing  this  estimate  with  the  results  found  in  our 
study,  it  is  clear  that  the  FFIEC  estimate  is  low.   Furthermore,  the  study  supports 
the  FFIEC  assertion  that  the  smaller  banks  face  a  disproportionate  share  of  the 
burden.   The  Grant  Thornton  study  offers  definitive  evidence  that  banks  with 
assets  under  $30  million  incur  three  to  four  times  the  compliance  cost  of  larger 
banks. 

Examination  Policies 

Despite  the  judgment  of  the  President,  the  Chairman  of  the  Federal 
Reserve,  small  business  borrowers,  and  seaaoned  and  prudent  bankers,  there  are 
still  some  who  believe  that  the  current  level  of  regulation  is  not  tough  enough  and 
should  be  intensified.    For  example,  Comptroller  General  Charles  A.  Bowsher, 
testifying  before  the  House  Banking  Commilt««,  recently  called  for  increased 
regulation.    He  said  that  "the  regulators'  approach  to  determining  bank  and  thrift 
safety  and  soundness  is  too  often  playing  catch-up  due  to  limited  scope 
examinations.. .A  lack  of  minimum  examination  and  inspection  requirements  is 
limiting  the  effectiveness  of  examiners."    Bowther  based  these  conclusive,  though 
misleading,  statements  on  a  GAO  study  of  58  bank  examinations  performed 
between  1989  and  1991.   The  world  of  1993  it  considerably  different  than  that  of 
1989  to  1991.   Today's  world  is  one  in  which  FDICIA  has  forced  the  regulators  to 
perform  more  stringent  and  more  frequent  exama  than  the  world  examined  by  the 
GAO. 

There  should  be  no  doubt  that  FDICIA  has  caused  significant  over- 
regulation.   The  information  we  are  getting  from  our  bankers  demonstrates  that 
the  GAO's  findings  are  not  representative  of  the  pcst-FDICIA  world.    For  example, 
we  recently  received  a  letter  from  a  banker  who  aaid  that  his  $40  million-asset 
bank  was  exsmiined  last  fall  by  8  examiner*  for  approximately  6  weeks.    He  wrote 
that  as  a  result: 

we  become  a  ten-month  business.    We  virtually  shut  down  for  two 
months  preparing  for  the  exam  and  during  it.    Business  development 
is  out  of  the  question  and  simply  maintaining  the  service  level  for  our 
existing  customers  is  a  struggle. 
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A  copy  of  the  letter  from  the  banker  and  request  for  information  he  received  from 
the  Comptroller  of  the  Currency  is  attached  to  my  testimony. 

We  do  not  dispute  the  need  to  examine  all  banks  regularly.   The  health  of 
the  industry  and  the  deposit  insurance  system  depends  on  that.    But  placing 
examiners  in  a  healthy  bank  for  almost  2  months  out  of  the  year  is  overkill.   This 
assignment  mandates  a  white  glove-inspection  of  virtually  every  document  in  the 
bank.   This  overkill  hurts  borrowers  and  the  overall  economy;  the  economic  health 
of  our  communities  is  threatened.    We  urge  you  to  ignore  outdated  and  inaccurate 
studies  such  as  the  one  produced  by  the  GAO  and  do  what  you  can  to  lift  the 
regulatory  burden. 

Additional  Examples  of  Regulatory  Overkill 

The  problems  our  banks  face  were  summarized  by  a  banker  who  recently 
testified  before  the  House  Committee  on  Small  Business.    Representative  Mac 
Collins  of  Georgia  asked  the  banker,  "Based  on  today's  regulations,  do  you  look  at 
[a  small  business  borrower]  based  on  the  risks  involved  in  the  loan  or  is  your 
attention  focused  more  on  the  regulations  involved  in  the  loan?"   The  banker,  Bill 
Gossett  of  the  Liberty  National  Bank  of  Longwood  Florida,  described  a  recent  loan 
meeting  of  another  bank's  board  of  directors: 

[T]he  first  [director]  wanted  to  know  what  the  regulators  were  going  to  say 
about  it.   The  second  one  wanted  to  know  what  the  loan  review  conunittee 
would  say  about  it.   The  third  one  wanted  to  know  who  did  the  appraisal, 
and  who  has  reviewed  the  appraisal,  and  the  fourth  director  wanted  to 
know  about  the  environmental  study.    And  they  turned  the  loan  down 
without  ever  even  talking  about  the  ability  of  the  borrower  to  repay  or  the 
quality  of  the  credit.   So  to  answer  your  question,  we  first,  I  think,  screen 
our  loans  against  regulatory  concemj  and  then  look  at  the  credit.  (February 
3,  1993) 

We  recently  wrote  to  all  of  our  memb«r»  and  asked  each  of  them  to  supply 
us  with  an  example  of  one  small  busineaa  loan  that  they  could  not  make  because 
of  regulatory  concerns.   The  following  is  a  sample  of  the  responses: 

•         The  borrower  has  been  a  customer  of  our  bank  for  several  years. 

Approximately  five  years  ago  he  and  his  partner,  both  pharmacists, 
decided  to  purchase  a  franchise  and  open  up  a  discount  drug  store. 
Because  this  was  their  initial  venture  into  such  a  project,  we  required 
them  to  put  everything  they  had  into  the  project.   It  now  stands  on 
our  books  as  one  of  the  best  loans  we  have.    One  partner  has  left  but 
the  remaining  partner  has  established  a  very  good  business  and  has 
done  an  excellent  job  in  servicing  the  loan. 

Last  year  an  opportunity  arose  whereby  our  Borrower  intended  to 
open  another  store  in  an  area  not  currently  being  serviced  by  a 
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discount  drug  operation.   He  came  to  us  for  the  financing  fully 
expecting  our  approval  because  he  had  already  proven  himself. 
Unfortunately,  we  had  to  deny  his  request.   Although  he  was  our 
customer,  the  business  was  going  to  be  located  outside  of  our  lending 
area  and  our  regulators  had  some  concerns  about  some  previous  out 
of  area  lending  which  we  got  involved  in  more  than  five  years  ago. 
Our  Board  knew  that  if  we  were  to  become  involved  in  this  credit 
without  the  assistance  of  the  SBA  we  would  subject  ourselves  to  some 
intense  scrutiny  from  the  Regulators.    Bottom  line  -  the  borrower  was 
well  established,  he  had  an  excellent  background  both  in  business 
and  financial  management,  and  we  were  in  need  of  some  quality 
commercial  credits.   As  a  sidebar  to  this,  his  venture  would  have 
created  new  jobs  and  a  new  business  in  an  area  that  certainly  needed 
them. 

Our  customer,  Mr.  X  owes  $165,000  which  is  well  secured  by  real 
estate  and  equipment.   The  debt  is  not  regularly  amortized,  but  Mr. 
X  makes  substantial  principal  reductions  at  each  maturity.    He  has 
done  this  numerous  times  over  the  past  17  years,  all  of  which  is  fully 
documented  in  his  credit  file. 

However,  Mr.  X  has  not  furnished  the  bank  with  "adequate  financial 
information"  to  justify  repayment.    He  has  not  defaulted.    He  has  not 
even  been  delinquent.    Yet  the  State  Banking  Department  has 
classified  his  line  as  "Substandard." 

The  consequences  have  been  severe.   Mr.  X  recently  applied  for  and 
was  not  given  a  $10,000  loan  to  purchase  equipment  at  a  greatly 
reduced  price.   Naturally,  he  reacted  unfavorably.    He  immediately 
paid  off  one  of  his  loans  and  promised  to  pay  the  others  off  as  soon  as 
possible.   He  reasons  that  he  needs  a  bank  that  he  can  depend  on  in  a 
crunch  and  we  are  no  longer  that  bank.   Results:   The  bank  loses  a 
customer;  the  customer  loses  a  good  deal;  and  the  seller  of  the 
equipment  loses  a  sale. 

With  all  the  rules  and  regulations  handed  down  from  Washington 
during  recent  years  our  loan  business  has  declined  until  today  it  is 
almost  nonexistent!! 

We  used  to  make  several  unsecured  signature  loans  but  today  they 
are  few  and  far  between. 

We  have  a  local  repairman  who  requested  $2,000  for  90  days  just 
recently,  but  when  I  told  him  I  needed  a  statement  and  some 
security,  he  told  me  to  forget  it.   He  borrowed  the  money  from  a 
friend  and  we  lost  a  chance  to  make  what  I  consider  a  good  loan. 
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•  A  specific  example  comes  to  my  mind  of  a  well-run  truck 
stop/restaurant  in  our  area.   The  customer's  underground  tanks,  lines 
and  pump  are  all  top  rate  and  in  most  cases  exceed  state 
requirements.    This  customer  has  a  plan  to  expand  his  business  to 
include  a  larger  restaurant,  mini-mart  and  add  a  small  motel  in  this 
high  traffic  area.   After  going  over  the  costs  of  complying  with 
environmental  concerns  and  the  costs  of  appraisals  (which  have  more 
than  tripled  in  the  past  two  years),  this  customer  has  put  these  plans 
on  hold  £ind  is  now  expanding  much  more  slowly,  through  profits. 

•  One  very  recent  example  occurred  when  a  customer  of  the  bank 
discussed  borrowing  $6,000  to  purchase  a  copier  for  his  business.    I 
gave  him  our  application  along  with  a  list  of  several  other  documents 
which  he  needed  to  assemble  before  I  could  respond  to  him  with  a 
loan  decision.   This  list  included:  three  years'  financial  statements 
and  tax  returns  personal  and  business,  corporate  resolution,  etc.   It  is 
important  to  mention  that  this  particular  customer  has  been  a 
successful  attorney  in  this  community  for  several  years  and 
maintains  over  $165,000  in  various  personal  and  other  accounts  with 
our  institution. 

A  few  days  later  the  customer  came  into  the  bank  to  discuss  the  loan 
with  me.   He  proceeded  to  explain  to  me  that  if  the  bank  needed  all 
of  this  documentation  in  order  to  make  a  sound  loan  decision,  then  he 
did  not  want  to  bother  applying  for  the  loan. 

•  Recently,  a  longtime  customer  of  XYZ  Trust  &  Savings  Bank 
requested  an  $8,000  loan  to  remodel  his  kitchen  in  a  small 
restaurant/cafe  on  Main  Street.    His  past  performance  with  the  bank 
has  been  excellent,  with  smaller  loans  paid  off  as  agreed  and  a 
checking  and  savings  account  maintained  satisfactorily.    His 
character  and  reputation  is  worthy  of  future  loans.   The  customer 
offered  the  equity  in  his  real  estate  property  as  collateral.   He 
withdrew  the  request  once  he  learned  the  costs  involved  to  perfect  the 
lien.   In  addition  to  a  loan  closing  fee  of  approximately  $500.00  and  a 
waiting  period  of  three  business  days,  the  paperwork  required  is 
astronomical.   It  is  unfortunate  that  in  order  to  meet  the  government 
regulation  requirements,  the  customer  must  pay  the  costs. 

Communitv  Development  Banks  &  Secondarv  Market  Proposals 

Let  me  also  comment  on  two  other  proposals  which  have  been  receiving 
considerable  attention.    One  would  create  a  system  of  new  community 
development  banks,  while  the  other  would  attempt  to  create  a  secondary  market 
for  small  business  loans. 
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President  Clinton  has  proposed  the  creation  of  up  to  100  community 
development  banks  as  one  means  of  increasing  lending,  both  residential  and 
commercial,  to  the  nation's  distressed  neighborhoods.   This  proposal  was 
motivated  by  the  President's  understandably  favorable  impressions  of  the 
accomplishments  of  South  Shore  Bank  of  Chicago  and  the  Elk  Horn  Bank  of 
Arkansas.    It  is  our  view  that  an  increase  in  community  development  banking 
could  have  a  mzirginally  positive  impact  on  lending. 

We  recommend  that  increased  community  development  banking  be 
promoted  by  motivating  existing  institutions,  many  of  which  already  have 
expertise  and  experience  in  this  field,  through  the  use  of  incentives,  such  as  tax 
breaks,  additional  CRA  credits,  and  funding  for  training  and  technical  help. 
Representative  Leach's  legislation,  the  ranking  minority  member  of  the  House 
Banking  Committee,  the  Community  Development  Banking  Act,  H.R.  238,  takes 
this  approach.   Since  we  represent  the  nation's  community  banks,  we  are  hopeful 
of  having  a  meaningful  dialogue  with  the  Administration  on  this  matter. 

There  have  been  two  proposals  so  far  which  would  attempt  to  create  a 
secondary  market  for  small  business  loans.    One  would  create  a  new  government 
sponsored  enterprise  (GSE),  while  the  other  would  change  the  securities,  banking, 
and  tax  laws  with  the  hope  that  these  changes  would  lead  to  a  market-created 
solution. 

Our  members  adopted  a  resolution  on  this  issue  during  our  recent 
convention  which  states  that:  "The  EBAA  does  not  support  a  new  small  business 
GSE  [government  sponsored  enterprise],  which  would  have  an  implicit  Federal 
guarantee." 

We  are  concerned  that  a  GSE-driven  secondary  market  could  present  unfair 
government  competition  to  private  lenders.   More  importantly,  small  business 
borrowers  that  did  not  fit  into  the  GSE  cookie  cutter  could  be  denied  credit 
altogether  if  bank  examiners  impose  GSE  standards  on  aU  small  business  credit. 
This  would  fly  in  the  face  of  President  Clinton's  effort  to  encourage  character 
lending. 

Finally,  our  resolution  states  that,  "We  also  question  the  wisdom  of  creating 
a  new  GSE  which  could  expose  the  government  and  taxpayers  to  further 
contingent  liabilities." 

It  is  important  to  note  that  several  secondary  markets  have  been 
established  by  the  private  marketplace  without  the  creation  of  a  new  government 
agency.   We  will  closely  examine  proposals  to  encourage  the  creation  of  a 
secondary  market  for  small  business  loans  through  the  elimination  of  legal 
beuriers  posed  by  tax,  securities,  and  banking  laws  --  without  using  a  GSE  --  to 
determine  if  they  are  fair  and  workable. 
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Environmental  Liability  and  Bankruptcy 

Other  legislative  action,  unrelated  to  FDICIA,  would  also  prove  helpful  in 
opening  the  credit  spigot.   In  particular,  we  urge  your  support  for  legislation  to 
reform  the  bankruptcy  system  and  to  make  clear  that  secured  lenders  who  have 
caused  no  environmental  damage  will  not  be  required  to  pay  for  environmental 
cleanups. 

As  mentioned  in  the  joint  industry  letter  to  President  Clinton, 

banks  are  reluctant  to  lend  to  many  businesses,  particularly  small 
businesses  such  as  gasoline  filling  stations,  dry  cleaners,  printers, 
and  even  farmers,  which  may  use  hazairdous  chemicals  because  of  the 
fear  that  a  bank's  environmental  liability  could  far  exceed  the 
amount  of  an  outstanding  loan.   It  is  important  for  bankers  to 
consider  environmental  factors  in  making  their  lending  decisions,  but 
owners  and  operators,  rather  than  lenders  which  have  not  caused 
pollution,  should  be  responsible  for  cleanup  costs. 

While  leist  year's  EPA  rule  provides  some  useful  guidance,  it  did  not 
address  all  of  the  problem.   More  importantly,  the  rule  has  been  challenged  in 
court  and  may  be  tied  up  for  years.   We  urge  you  to  support  Representative 
LaFalce's  efforts  to  enact  legislation  to  decisively  clarify  the  law  in  this  area. 


that: 


With  regard  to  the  need  to  pass  bankruptcy  reform,  the  joint  letter  noted 


bankruptcy  filings  have  increased  dramatically  during  the  last 
several  yejirs.   Many  of  these  filings  abuse  the  system  and  have 
resulted  in  increased  bank  losses.   These  losses  have  discouraged 
many  bankers  from  lending  to  businesses  where  the  risk  of 
bankruptcy  is  relatively  high.   This  reluctance  to  lend  translates  into 
the  creation  of  fewer  jobs.   Bankruptcy  abuses  have  also  increased  the 
cost  of  credit  to  both  consumers  and  businesses,  thereby  reducing 
economic  growth. 

The  IBAA  endorses  the  efforts  of  Chairman  Brooks,  Representative  Synar  and 
Senators  Heflin  and  Grassley  to  reform  the  bankruptcy  laws,  although  we  would 
ask  that  further  hearings  be  held  on  the  extension  of  Chapter  12  for  family 
farmers. 

Conclusion 

In  conclusion,  Mr.  Chairman,  the  President,  the  Chairman  of  the  Federal 
Reserve,  and  many  members  of  Congress  have  recognized  that  community  banks 
are  facing  a  tremendous  regulatory  burden,  and  that  the  regulatory  burden  is  one 
of  the  predominate  causes  of  the  credit  crunch.    Over-regulation  and  over- 
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documentation  are  adversely  affecting  small-business  lending  in  particular, 
hampering  the  most  dynamic,  job-creating  sector  of  our  economy.    I  don't  believe 
that  I  can  summarize  the  problem  any  more  eloquently  than  the  conclusion  of  an 
article  entitled  "Why  Banks  Are  Still  Stingy,"  which  appeared  in  the  January  25, 
1993  edition  of  Forbes  magazine:    "If  the  new  Administration  doesn't  find  a  way 
to  open  the  credit  markets  to  small  business,  this  potential  economic  powerhouse 
for  the  1990s  will  short  out."   President  Clinton  has  taken  an  important  first  step. 
It  is  now  up  to  the  Congress  to  reconsider  FDICIA  and  the  penalty  provisions  of 
FIRREA. 


Attachments 
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REGULATORY  BURDEN 

The  Cost  To 
COMMUNITY  BANKS 


A  STUDY  PREPARED  FOR  THE 
INDEPENDENT  BANKERS  ASSOCIATION  OF  AMERICA 

BY 

GRANT  THORNTON 
''January  1 993 


EXECUTIVE  SUMMARY 

BACKGROUND 

The  commercial  banking  industry  is  increasingly  concerned  about  the  mounting  level  of  regulatory  burden 
affecting  the  operations  of  banks.  Bankers  have  repeatedly  voiced  their  concerns  over  escalating  regulatory 
requirements. 

Community  banks  account  for  more  tfian  80%  of  the  commercial  bank  charters  in  the  United  States.  Such 
banks  are  significantly  affected  by  the  increasing  level  of  regulatory  burden.  Furthermore,  community 
bankers  believe  that  their  ability  to  serve  tfie  needs  of  their  local  communities  is  hampered  by  the  growing 
regulatory  burden. 

In  May  1992,  the  IBAA  retained  Grant  Thornton  to  initiate  a  study  of  the  impact  of  regulatory  burden  on 
community  banks.  The  study  was  conducted  in  three  phases. 

Phase  I  -  Nattonal  Opinkyi  Survey  of  Community  Banks  (June  1992) 

Phase  II  -  Field  Cost  Studies  of  IndMdual  Community  Banks  (August-September  1992) 

Phase  III  -  National  Cost  Survey  of  Community  Banks  (October-November  1992) 

The  study's  overall  objective  was  to  determine  and  document  the  cost  of  compliance  with  regulatory  areas 
deemed  most  burdensome  by  community  banks.  We  believe  the  approach  used  and  described  in  this  study 
effectively  detemiined  such  costs. 
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SCOPE 


The  study  focused  on  thirteen  regulatory  areas,  with  the  objective  of  determining  and  documenting  the  cost 
of  complying  with  these  specific  rules.  The  study  DOES  NOT  EXTEND  to  all  of  the  other  banking  regulatory 
requirements.  The  projection  and  estinnation  of  the  industry  cost  of  these  specific  regulatory  areas  are 
based  ONLY  ON  COMMUNITY  BANKS,  as  defined  by  the  IBAA,  and  not  on  the  U.S.  banking  industry  as 
a  whole.  In  addition,  this  study  did  not  consider  any  of  the  additional  regulatory  requirements  Imposed  by 
the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991. 

The  universe  of  community  banks  was  determined  by  the  IBAA  to  include  84%  of  commercial  banks.  IBAA 
defines  community  banks  as  locally  owned  and  operated  Institutions.  These  banks  ranged  in  asset  size  from 
less  than  $1  million  to  almost  $5  billion.  The  average  asset  size  of  the  community  banks  was  $82  million 
and  the  mean  asset  size  was  $42  million. 

The  breakdown  of  all  U.S.  banks  as  of  September  30,  1992.  is  as  follows: 


Numbers  of  Banks 
Total  Assets  (in  millions) 


Community 
Banks 

Banks 
Not 
Included 
In  Studv 

1,^3 
$2,505,730,286 

Total 

Commercial 
Banks 

9.622 

$    821.679.159 

11.535 
$3.327.409.445 

MBTHODOLOGY 

Phase  I 

Phase  I  of  the  study  used  written  questionnaires  to  obtain  the  community  tiankers'  opinions  about  the 
regulatory  areas  which  are  most  costly.  Phase  I  identified  thirteen  regulatory  areas  as  most  costly,  or 
aggravating  and  burdensome. 
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Phase  II 

To  more  fully  understand  and  document  the  cost  of  compliance  wltfi  thiese  regulatory  requirements,  in  Pfiase 
II  Grant  Thornton  senior  personnel  fjerformed  field  cost  studies  at  nine  representative  community  banks 
Extensive  interviews  of  bank  employees  were  conducted  and  Grant  Thornton's  cost  identification  model  was 
utilized  to  measure  compliance  costs  in  the  following  five  categories: 

1 .  Direct  Employee  Hours 

2.  Direct  Employee  Compensation 

3.  Direct  Employee  Benefits 

4.  Direct  Third  Party  Expenses 

5.  Associated  Operating  Overhead  (Exclusrve  of  FDIC  insurance  assessments) 

The  results  were  then  projected  to  the  entire  communrty  bank  population. 

The  FDIC  insurance  assessments  were  excluded  from  ooerating  overhead  because  it  was  considered 
inappropriate  to  allocate  this  direct  cost  as  a  factor  (or  iri*  thirteen  studied  regulatory  areas 

Phase  /// 

The  field  cost  studies  were  then  used  to  develop  tfnrie«r  s«parate  surveys  covering  each  of  the  thirteen 
regulatory  areas  Each  survey  was  sent  to  200  corrvnoraty  banks  randomly  selected  from  the  IBAA  s  data 
base  of  approximately  9.700  community  tianks.  in  tout  2  600  banks  received  the  survey  The  survey 
collected  direct  employee  compliance  hours  arxj  dat«rmn«d  tri«  annual  compliance  dollars  based  upon  the 
cost  per  employee  hour  determined  In  Pfiase  II  Tht*  wxvvy  results  were  first  aggregated  for  each  asset 
category,  then  weighted  by  the  total  assets  of  the  co*t¥Txr«*v  banks  within  the  category  to  yield  a  composite 
total.  These  surveys,  along  with  the  field  cost  studi**  tr<«o  formed  the  basis  for  estimating  the  annual 
compliance  cost  for  the  thirteen  regulatory  araas    Th«  dau  ««re  divided  into  three  asset-size  categories 

Phase  III  also  asked  banks  to  rate  regulations  for  raouviartcv  r>ecessity  and  inefficiency  The  respondents 
were  asked  to  distinguish  between  those  reguiaoon*  itiai  <«»«re  necessary  for  safety  and  soundness  or 
prudent  banking  and  those  tfiat  were  not.  Each  ot  itm  itwi»en  regulatory  areas  was  then  graded  on  a 
"RUIN"  scale. 


IBAA/Grant  Thornton  Stu<Iy 
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SURVEY  II 


How  much  and  what  types  of  risk  does  a  Board  S  management  want? 

Strategic  Planning 

1.  Describe  the  banlc's  atrategic  planning  proceaa: 


How  does  the  short  term  operating  plan  (budget,  capital  plan,  funds  management, 
marketing)  fit  into  the  strategic  planning  process? 


Management  Succession 

3.  Describe  the  bank's  management  succession  plan  to  fill  vacancies  in  icey  positions 
when  they  arise: 


Capital   Planning 

4.    How  does   the  bank  determine  capital   ad*qvi«cy1 


5.    Describe  how  does   the  Board  ensure   th«c   th«   Mnk   will   have  sufficient   capital   at   all 
times   in  accordance  with   the   level   of    cisK   p«c:ai.ved  in   the  bank's  operations: 


6.    How  often   is   the   risk  based  capital   catia  eaicviiaced? 

Budget 
7.      Describe   the  bank's   budgeting  process: 


Policies 

8.  What  process  does  the  Board  utilize  to  anaur*  that  the  bank's  policies  are  cjcren: 
and  adequately  define  the  level  of  risk  it  u  willing  to  accept? 
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FINDINGS 


The  composite  annual  compliance  hours  and  cost  estimated  by  the  national  cost  survey  are  as  follows: 


ESTIMATED  ANNUAL  COMPUANCE  COSTS 


Community  Reinvestment  Act  -  Regulation  BB 

Truth  in  Lending  Act  -  Regulation  Z 

Regulatory  Examination  Process 

Formal  Written  Policies 

Loans  to  Insiders  -  Regulation  O 

Equal  Credit  Opportunity  Act  -  Regulation  B 

Real  Estate  SettJement  Procedures 

Call  Reports 

Appraisal  Requirements 

Bank  Secrecy  Act 

Geocoding-Geographic  Loan  Coding 

Expedited  Funds  Availability  Act  -  Regulation  CO 

Home  Mortgage  Disclosure  Act  ■  Regulation  C 

Sum  Of  All  Studied  Regulations 


Annual  Compliance 


Hours 

Cost 

14,424,380 

$     1.032,466,852 

6,829,165 

584.128.349 

3.174,803 

326,254.089 

5.483.790 

323.879.398 

1.898.145 

300,437.736 

5.160.636 

233.759.476 

1,624.764 

106.821.882 

1,613.096 

94.107,924 

1,100,663 

65,399.930 

2,083,003 

59.660,479 

1,777,882 

56.789.106 

1.917,889 

47,644,344 

420.939 

17.473,692 

'»7.5Q9.157 

$    3.248,823.257 

The  annual  cost  to  community  banks  for  complying  with  the  thirteen  regulatory  areas  is  estimated  to  be  neany  48 
million  employee  hours  or  approxbrtataiy  22,800  full-time  employees.  The  estimate  of  annual  compliance  hours  ^as 
determined  based  on  statistical  analysis  of  the  survey  responses  for  the  individual  regulatory  areas  arid  contains  an 
error  rata  of  ±  5%.  Community  banks'  annual  compliance  cost  for  the  thirteen  regulatory  areas  is  estimated  at  SO  2 
billion. 

These  costs  were  analyzed  in  relation  to  total  assets,  equity  catrial,  net  Income  before  tax. 
Cost  associated  with  each: 

•  SI  MUkyi  of  taiM  assets  $     3,984 

•  S1  MHkx)  of  equity  capital      ^  S    46,186 

•  Dollar  of  net  income  before  income  taxes  $      0.24 
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COMMUNITY  REINVESTMENT  ACT 

The  study  identifies  Regulation  BB,  the  Communltv  Reinvestment  Act  (CRA),  as  the  most  burdensome 
regulation.   The  total  annual  cost  to  community  banks  for  this  regulation  is  approximately  $  1  billion  and 
approximately  14.4  million  employee  hours  or  6,900  full-time  employees.    CRA  compliance  costs 
community  banks  $1,256.53  for  each  $1  million  in  total  assets  and  approximately  $0.08  for  each  dollar  of 
net  income  before  taxes.   The  estimated  cost  of  complying  with  CRA  exceeded  the  next  most  burdensome 
regulation  by  approximately  $448  million  or  77%. 

TRUTH  IN  LENDING 

Regulation  Z,  Truth  in  Lending,  was  the  second  most  expensive  regulation,  costing  approximately  $584 
million  and  requiring  6.8  million  employee  hours  or  approximately  3,300  full-time  employees  per  year. 
Truth  in  Lending  compliance  costs  community  banks  $710.90  for  each  $1  million  in  total  assets  and 
approximately  $0.04  for  each  dollar  of  net  income  before  taxes. 

COMPLIANCE  COST  FOR  SMALLER  BANKS 

The  study  reveals  that  smaller  banks  face  the  highest  compliance  cost  in  relation  to  total  assets,  equity 
capital  and  net  income  before  taxes.    For  each  $1  million  in  assets,  banks  under  $30  million  in  assets  incur 
almost  three  times  the  compliance  cost  of  banks  between  $30-65  million  in  assets.   This  increases  to 
almost  four  times  when  compared  to  banks  over  $65  million  in  assets.   These  findings  are  consistent  for 
both  the  equity  capital  and  net  income  measurements. 

VALUE  AND  EFFECTIVENESS  OF  REGULA  TORY  AREAS 

To  gauge  bankers'  views  on  the  necessity  and  efficiency  of  the  thirteen  regulatory  areas  in  this  repon,  our 

surveys  included  a  new  measure  of  regulatory  burden,  the  IBAA  'RUIN*  scale. 

The  IBAA  RUIN  Scale  is  used  to  reflect  the  value  and  effectiveness  of  the  regulatory  areas  included  in  the 
study  in  four  categories: 

R  Redundant  (a  regulatory  area  that  asks  for  information  that  can  be  obtained  from  quarterly 

bank  Call  Reports  or  from  other  existing  sources). 

U  Unnecessary  (a  regulatory  area  for  which  there  is  little  perceived  need). . 

I  Inefficient  (a  regulatory  area  that  could  be  streamlined). 

N  Necessary  (a  regulatory  area  that  is  vital  to  the  ongoing  health  and  well-being  of  the 

nation's  banking  system). 
The  higher  the  RUIN  scale  rating,  the  more  favorable  banks  perceive  a  given  regulatory  area.    In  our  study. 
community  bankers  gave  the  highest  (i.e.  most  favorable)  marks  to  regulatory  examination  and  Call 
Reports;  at  the  same  time,  they  gave  the  lowest  marks  to  CRA. 
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CONCLUSIONS 

The  results  of  the  IBAA/Grant  Thornton  study  on  regulatory  burden  revealed  that  the  annual  cost  for  community 
banks  to  comply  with  the  thirteen  studied  regulatory  areas  is  estimated  at  $3  2  billion,  requiring  48  million  estimated 
annual  compliance  hours.  Translating  these  hours  into  full-time  equivalent  employees,  approximately  22,800 
employees  must  dedicate  their  time  to  complying  with  these  thirteen  regulatory  areas.  The  cost  of  complying  with 
the  thirteen  regulatory  areas  when  expressed  as  a  percentage  of  net  income  before  taxes  is  a  staggering  24%. 

These  numbers  apply  only  to  the  universe  of  community  banks.  (9.682  banks).  If  the  data  is  extrapolated  to  cover 
all  U.S.  commercial  banks,  the  cost  is  estimated  at  $11  billion  for  the  thirteen  regulatory  areas. 

This  study  substantiates  the  report  by  tfie  Federal  Financial  Institutions  Examination  Council  (FFIEC)  issued  in 
December  1992.  which  concluded  that  'avedabie  evidence  suggests  ttiat  the  annual  cost  of  regulatory  compliance 
may  be  as  high  as  $17.5  billion".  The  FREC  study  also  found  that  regulatory  burden  Is  greater  for  smaller  banks. 
Extrapolating  the  IBAA/Grant  Thornton  cost  data  to  all  U.S.  commercial  tanks,  it  is  clear  that  the  FFIEC  estimate 
is  low. 

The  study  confirms  the  FFEIC  finding  that  compliance  burden  significantly  increases  as  the  bank  size  decreases  (as 
a  percentage  of  total  assets).  The  relationship  of  cost  to  assets,  equity  and  income  is  lower  for  larger  banks  This 
trend  Is  consistent  through  the  three  asset  size  categories  The  mean  community  bank  in  the  IBAA  data  base  has 
assets  of  $42  million  and  an  estimated  20  full-time  equivalent  employees.  The  annual  cost  for  compliance  is 
estimated  at  approximately  $178  thousarxl.  requiring  3,137  compliance  hours  and  1.5  full-time  employees,  or  7  5% 
of  such  banks'  full-time  work  force.  This  is  particularly  significant  since  smaller  banks  are  exempt  from  some 
compliance  requirements. 

The  cost  for  community  banks  of  complying  with  the  Community  Reinvestment  Act  is  estimated  at  $1  billion  annually. 
with  compliance  hours  totaling  more  than  14  mtllk>n.  This  high  cost  is  directly  attributed  to  the  level  of  employee 
involvement  in  CRA  compliance.  Truth  in  Lending  is  the  second  most  costly  regulation  in  both  costs  and  hours, 
probably  t>ecause  a  large  (lortion  of  community  tanks'  lending  is  consumer-tjased,  thus  increasing  related 
compliance  costs. 

This  study  provides  significant  evidence  tfiat  the  regulatory  burden  imposed  by  only  the  thirteen  regulatory  areas 
studied  Is  enormous,  both  in  terms  of  annueil  dollar  costs  and  compliance  hours.  An  overwhelming  portion  of 
community  bankers'  time,  and  of  the  personnel  arxl  eamings  of  the  banks'  are  being  directed  toward  compliance 
activities. 
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February  11,  1993 

Mr.  Kenneth  A.  Guenther 

Executive  Vice  President 

Independent  Bankers  Association  of  America 

1  Thomas  Circle,  N.W. 

Suite  950 

Washington,  D.C.    20005 

Dear  Ken: 

During  our  discussion  at  dinner  the  other  night,  you  asked  if  I 
would  document  some  of  my  thoughts  related  to  the  supervisory 
burden  placed  on  small  banks  today.  First,  let  me  start  by  passing 
on  to  you  the  attached  copy  of  the  letter  we  received  prior  to  the 
beginning  of  our  examination.  I  think  it  would  be  worth  taking  a 
few  minutes  to  review  this  guestionnaire  which  is  eighteen  pages 
long  and  contains  approximately  two  hundred  seventy  guestions 
ranging  from  True/False  to  reguiring  lengthy  essay  responses.  The 
second  thing  you  will  note  is  that  in  order  to  complete  the  review 
as  they  have  been  instructed,  it  will  reguire  eight  examiners 
approximately  six  weeks.  We  need  to  put  that  in  perspective.  Our 
bank  has  thirty-six  employees  and  approximately  $40,000,000  in 
total  footings.  Their  review  would  call  for  two  hundred  forty  man 
days,  or  virtually  one  full  year.  Eight  examiners  would  give  us  a 
ratio  of  one  examiner  for  every  four  and  one-half  employees.  In 
fact  what  happens,  of  course,  is  the  eight  examiners  are  dealing 
primarily  with  the  senior  officers  of  our  company  of  which  there 
are  only  six  (vice  president  and  above). 

I  wonder  how  many  industries  could  survive  if  they  were  subjected 
to  a  two-month  long  review  by  government  regulatory  authorities  at 
a  ratio  of  one  regulator  for  every  four  employees.  In  fact  what 
happens  is,  we  become  a  ten-month  business.  We  virtually  shut-down 
for  the  two  months  preparing  for  the  exam  and  during  it.  Business 
development  is  out  of  the  guestion  and,  simply  maintaining  the 
service  level  for  our  existing  customers  is  a  struggle. 

This  issue  is  not  driven  by  the  local  O.C.C.  duty  station  in 
As  I  explained  to  you,  I  have  been  here  and  dealt 
with  this  duty  station  for  over  twenty  years.  The  people  here  did 
not  design  this  questionnaire  nor  are  they  the  ones  who  made  the 
decision  to  shut  our  little  bank  down  for  two  months.  This  is  a 
Washington-driven  directive.  As  you  talk  with  the  local  examiners, 
it  doesn't  take  long  to  realize  they  are  responding  to  direct 
instructions  given  them  from  Washington  and  are  reacting  out  of 
fear.  The  examining  staff  of  the  Office  of  the  Comptroller  of  the 
Currency  was  sent  a  crisp,  clear  message  when  the  Congress  decided 
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to  fire  their  boss  and  blame  him  for  the  banking  debacle  in  the 
northeast.  In  their  search  for  the  guilty,  the  Congress  overlooked 
themselves  and  have  thoroughly  thrashed  the  innocent.  Someone 
needs  to  put  the  total  issue  in  perspective.  I  think  that  banking 
may  have  now  overtaken  the  nuclear  energy  industry  in  terms  of 
total  regulation  imposed  by  government.  The  regulation  burden  is 
multiplied  many  times  over  as  the  size  of  the  organization  goes 
down.  Large  banks  can  hire  a  staff  to  review  and  oversee  the 
examination  process  leaving  their  line  people  the  ability  to 
continue  doing  business.  That  is  simply  not  the  case  in  a  small 
bank.  In  a  small  bank,  the  examination  process  falls  on  the 
shoulders  of  its  day  to  day  operating  employees,  those  people  who 
should  be  seeing  that  our  customers  are  well-served  and,  more 
importantly,  dealing  with  the  banking  and  borrowing  needs  of  our 
community. 

I  hope  these  thoughts  are  helpful  and  I  appreciate  the  work  you  and 
the  I.B.A.A.  staff  are  doing  in  Washington  to  bring  these  issues  to 
the  attention  of  our  political  leadership. 
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Comptrbilar  of  the  Currency 
Administrator  of  National  Banks 


Attention: 

Dear  Mr. 

We  will  be  visiting  your  bank  for  an  onsite  examination  starting 

,  1992.   We  will  need  space  for  eight  examiners  for 
approximately  six  weeks.   This  examination  will  include  a  full  scope 
Consumer  Compliance  Examination  and  a  Community  Reinvestment  Act  Puoiic 
Disclosure  will  be  prepared  for  your  bank.   The  following  is  a  request 
list  of  information  we  will  need  to  perform  our  examination.   Please 
have  the  information  requested  available  when  we  arrive  on 
1992.   This  will  facilitate  a  more  efficient  exam  and  also  make  you 
aware  of  the  areas  we  intend  to  review. 

Included  in  this  package  is  the  Community  Bank  Survey  Questionnaire. 
This  survey  is  being  sent,  uniformly,  to  all  community  banks  prior  to  an 
onsite  examination.   The  completed  survey  will  provide  us  with  valuable 
insight  into  the  operations  of  your  bank.   Please  complete  the  sur-/ey 
and  have  it  ready  upon  our  arrival.   We  look  forward  to  seeing  you  and 
thank  you  for  your  help.   If  you  have  any  questions,  please  call  me  at 

ASSET  CDALITY: 

1.  The  most  recent  independent  loan  review  report  and  any  written 
response  by  management. 

2.  A  current  internal  Watch  List. 

3.  Credit  files  for  all  classified  loans.   (More  files  wi.i  te 
requested  once  we  are  in  the  bank  and  have  selected  a  sxTiple.  i 

4.  A  schedule  detailing  all  holdings  in  the  investment  porzioi:: . 
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5.  A  list  of  all  purchases  and  sales  In  the  investment  portfolio 
since  9/30/91. 

6.  Past  due  and  non-accrual  reports  as  of  month  end  9/30/92. 

7.  List  of  repossessions  and  OREO  as  of  9/30/92. 

8.  Overdraft  report  as  of  9/30/92. 

9.  Loan  Trial  Balance  as  of  9/30/92. 
10.  All  lending  policies 


1.   A  copy  of  the  most  recent  analysis  of  ALLL  adequacy. 
EXTNDS  MANAGEMENT: 

1.  An  income  statement  and  statement  of  condition  as  of  9/30/92. 

2.  A  copy  of  the  most  recent  Board  package. 

3.  A  current  Rate  Sensitivity  Report. 

4.  A  copy  of  the  Interest  Rate  Risk  policy. 

MANAGEMENT  APPRAISAL: 

1    A  list  of  all  committees  of  the  Board  and  Management,  their 
members,  and  their  function.   Please  make  minutes  from  these 
committees  available  for  review. 

2.  All  audit  reports  sent  to  the  Board  in  1991  through  this 
review  date  in  1992. 

3.  An  employee  handbook  including  detail  on  employee  benefits. 

4.  Salary  structure  for  all  employees  including  bonuses. 

5.  Fee  structure  for  the  Board  of  Directors. 

6.  Copy  of  the  bank's  strategic  plan  and  any  documented  action 
plans  used  to  achieve  the  goals  outlined  in  the  strategic 
plan. 

7.  A  copy  of  the  1992  budget.  ■- 


252 


Page  3 

CAPITAL; 

1.  Most  recent  risk  based  capital  calculation. 

2.  Capital  Plan 

CONSOMER  COMPLIANCE: 

Please  provide  the  examiners  with  the  following  information  upon  their 
arrival . 

1.  Copies  of  any  policies  and  procedures  regarding  compliance 
with  any  consumer  laws,  i.e..  Fair  Lending,  Truth  in  Lending, 
Conuimnity  laws . 

2.  Copies  of  any  consumer  compliance  reports,  audit  reports,  and 
board/management  responses  to  consumer  review  activities  for 
1992  and  1992. 

3.  Copies  of  any  lending  policies  and  procedures. 

4.  Copies  of  the  completed  Monthly  Home  Loan  Activity  Format  for 
the  previous  calendar  year  and  year-to-date,  if  applicable. 

5.  Copies  of  forms  used  in  the  credit  granting  process  that  are 
new  or  revised  since  the  previous  consumer  examination. 

6.  Brief  resumes  of  those  individuals  new  to  the  internal 
consumer  compliance  review  area  since  the  previous 
examination. 

7.  List  of  individuals  responsible  for  compliance  with  consumer 
regulations,  by  department  if  applicable. 

8.  List  of  any  pending  litigation  dealing  with  consumer 
legislation  with  a  statement  of  potential  dollar  liability 
from  the  bank's  attorney. 

9.  Copies  of  any  service  charge  disclosure  statements. 

10.  Copies  of  deposit  account  disclosure  statements. 

11.  The  Home  Mortgage  Disclosure  Act  Statement  for  the  years  (most 
recent  3  years)  and  Census  Tract  maps. 

12.  Copies  of  this  year's  and  last  year's  CRA  statements. 

13.  Advertising  copy  for  the  previous  year. 

14.  Any  policies  regarding  interest  on  deposits,  such  as  bylaws, 
rules  and  operating  procedures. 
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15.  Any  formal  written  policies  and  procedures  for  fees,  service 
charges,  and  funds  availability. 

16.  Foirms  used  in  the  electronic  funds  transfer  area  (initial 
disclosures,  account  agreements,  merchant  agreements,  ATM 
receipts  and  periodic  statements,  error  resolution  statements, 
procedural  manuals  and  written  policies,  form  letters  used  in 
case  of  errors  or  questions  concerning  an  account,  and  any 
agreements  with  third  parties  allocating  compliance 
responsibilities) . 

17.  Copies  of  any  written  requests  for  customers'  financial  records 
by  government  authorities. 

18.  Please  complete  the  attached  questionnaires.   The  CRA 
Questionnaire  affords  you  Che  opportunity  to  discuss  activities 
conducted  which  demonstrate  performance  under  the  Community 
Reinvestment  Act. 
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(This  questionnaire  is  used  in  completing  the  Compliance  Data  Sheet.) 

1.  Does  the  bank  have  a  compliance  committee  (DS  IV-l)? 
IF  NO,  SKIP  TO  QUESTION  2. 

a.  Which  of  the  following  best  describes  the  frequency  with 
which  the  committee  meets: 

o  Weekly? 

o  Monthly? 

o  Quarterly? 

o  Annually? 

o  Less  frequently  than  once  every  12  months? 

b.  Does  the  committee  have  a  written  charter  of  duties  and 
.,        responsibilities? 

c.  Approximately  how  many  ..-.aivlduals  serve  on  che  committee? 

d.  What  percentage  of  ccnmittee  members  are  officers  of  the 
bank? 

e.  What  percentage  of  committee  members  are  also  members  of  the 
board  of  directors? 

f.  Does  the  committee  report  directly  to  the  board  of  directors 
or  board  committee? 

g.  Does  the  committee  report  directly  to  the  chief  executive 
officer? 

h.   Does  the  committee  prepare  written  reports  on  at  least  an 
annual  basis? 

2.  Is  one  person  responsible  for  compliance  (i.e.,  a  compliance 
officer)  (DS  IV-2)? 

IF  NO,  SKIP  TO  QUESTION  3. 

a.  How  long  has  the  compliance  officer  served  in  that  capacity 
at  this  bank  in: 

o   Months  (if  less  t.*".ar.  1  year)? 

o   Years? 

b.  How  many  years  has  the  compliance  officer  been  employed  by 
depository  institutions? 
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c.  Does  the  compliance  officer  have  consumer  lending  authority? 

d.  Does  the  compliance  officer  report  directly  to  the  board  of 
directors? 

e.  Does  the  compliance  officer  report  directly  to  the  chief 
executive  officer? 

f .  Does  the  compliance  officer  report  directly  to  the  compliance 
committee? 

g.  Does  the  compliance  officer  prepare  written  reports  of  the 
results  of  compliance  audits? 

h.   To  the  best  of  your  knowledge,  has  the  compliance  officer 
completed  four  or  more  years  of  college? 

i.   What  is  the  compliance  officer's  salary? 

j.   What  percentage  of  the  compliance  officer's  time  is  devoted 
to  compliance? 

Ic.   Is  the  compliance  officer  an  attorney? 

1.   Has  the  compliance  officer: 

o   Been  formally  trained  in  compliance? 

o   Attended  compliance  schools  offered  by  trade 
organizations  (e.g.,  ABA,  BAD? 

m.   What  is  the  compliance  officer's  title:   ■ 


n.   Is  the  compliance  officer  an  officer  of  the  bank? 

3.  Which  of  the  following  best  describes  where  the  overall 
compliance  function  of  the  bank  is  located  ( DS  IV-3): 

a.  Within  the  audit  department? 

b.  Within  the  law  department? 

c.  Not  located  within  a  particular  department? 

d.  Other?  (Explain: ) 

4.   Training  (DS  IV-4): 

a.  Including  the  compliance- of ficer,  approximately  how  many  ban! 
employees  have  received  1  or  more  weeks  of  formal  training  i; 
compliance  during  the  last  2  years? 
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b.  Does  the  bank  have  a  formal  in-house  (or  holding  company 
sponsored)  training  program  for  consumer  compliance? 

c.  Does  the  bank  use  industry  compliance  training  programs: 
o   ABA? 

o    BAI? 

o   State  Banking  Association? 
o   Private  firms  or  consultants? 
o  Other? 

d.  Is  compliance  training  mandatory  for: 

o   All  employees?  I 

o   Management  trainees? 

o   Individuals  already  part  of  management? 

e.  Is  compliance  training  a  precondition  for  attaining  officer 
status? 

Are  new  products  reviewed  prior  to  offering  them  by  the:  (answer 
all  parts)  (DS  IV-9) 

o  Compliance  officer? 

o  Compliance  committee? 

o  Internal  counsel? 

o  External  counsel? 

o  Other  consultant  or  firm? 

o  Parent  holding  company? 

Are  advertisements  and  promotional  materials  monitored  for 
compliance  with  law  by  the:  (answer  all  parts)  (DS  IV-10) 

o  Compliance  officer? 

o  Compliance  committee? 

o  Internal  counsel? 

o  External  counsel? 

o  Other  consultant  or  firm? 
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o   Parent  holding  company? 

7.  What  is  the  total  at  end  of  most  recent  year  of:  (DS  IV-14) 

a.   Retail  (household  or  individual)  deposit  account 

customers?  


b.  Consumer  instalment  loan  customers? 

c.  Consumer  real  estate  loan  customers? 

d.  Consumer  credit  card  customers? 

e.  Conventional  residential  home  purchase  loan 
applications  received? 

f.  Home  improvement  loan  applications  received? 


NOTE:   If  niOTber  of  customers  is  not  readily  available,  you  may 
substitute  the  number  of  accounts. 

8.  Has  the  bank  made  a  direct  mail  solicitation  for  credit  card 
customers  during  the  past  12  months?  (DS  IV-15) 

IF  NO,  SKIP  TO  QUESTION  9. 

a.  Were  credit  bureaus  used  to  identify  potential  customers? 

b.  How  many  potential  customers  were  solicited? 

9.  If  "empirically  derived,  statistically  sound"  scoring  systems  ar 
used  for  the  following,  please  complete.  Otherwise  leave  blank: 
(DS  IV-17) 

Type  of       System  Developed       Months  Since      %  of 

Scores 
Application   Externally?  (Y  or  N)    Last  Rgvali^atipn 
Overridden 

Credit  card  

Consumer  instalment  

Home  improvement  

Home  equity  

Home  purchase  


10.  During  the  past  12  months,  has  the  bank  been  a  defendant  in  any 
litigation  involving  consumer  protection  laws?  (DS  IV-20) 

11.  Does  the  bank  have  a  formal  system  to  respond  to  consumer 
complaints?  (DS  IV-29) 
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IF  NO,  SKIP  TO  QUESTION  12. 

a.  Is  Che  system  Generalized  in  one  location  or  department? 

b.  Are  patterns  or  practices  in  consumer  complaints  monitored? 

12.  Does  the  bank  have  a  written  schedule  of  recurring  and  ordinary 
charges  for  its  most  frequently  offered  retail  deposit  accounts? 
(DS  IV-30) 

IF  NO,  SKIP  TO  QUESTION  13. 

Which  of  the  following  best  describes  the  bank's  disclosure 
policy  when  a  retail  customer  opens  an  account: 

o   Written  disclosure  of  routine/recurring  charges  always 
provided  to  the  customer? 

o   Written  disclosure  of  routine/recurring  charges  provided 
only  at  customer's  request? 

13.  If  the  bank  changes  any  recurring  and  ordinary  service  charges 
for  its  most  frequently-offered  retail  deposit  accounts,  which  oi 
the  following  most  accurately  describes  the  bank's  disclosure 
policy  for  existing  account-holders:  (DS  IV-31) 

a.  Disclosure  of  changes  is  not  automatically  provided  existing 
account-holders  ? 

b.  Disclosure  is  automatically  provided  all  account-holders 
prior  to  implementation  of  the  changes? 

c.  Disclosure  is  automatically  provided  account-holders,  but 
after  changes  are  implemented? 

14.  Does  the  bank  automatically  disclose  its  policies  with  regard  to 
funds  availability  to  all  individuals  who  open  routinely  offered 
retail  deposit  accounts?  (DS  IV-32) 

15.  Does  the  bank  offer  low-cost  checking  or  NOW  accounts  to:   ( DS 
IV-33) 

a.  College  students? 

b.  Low  Income  households? 

c.  Minors? 

d.  Senior  citizens/retirees? 

e.  Others? 

(Explain: __) 
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16.  Does  the  bank  offer  low-cost  savings  accounts  to:   (DS  IV-34) 

a.  College  students? 

b.  Low  income  households? 

c.  Minors? 

d.  Senior  citizens/retirees? 

e.  Others? 

(Explain:   ) 
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Section  214.1  of  the  Comptroller's  Handbook  for  Consumer  Examinations 
provides  certain  guidelines  for  assessing  your  bank's  CRA  performance. 
Consider  those  assessment  guidelines,  where  appropriate,  when  formulating 
responses  to  the  following  requests  for  information. 

1.  Description  of  the  bank's  method  for  determining  its  community 
delineation.   Detail  the  bank's  efforts  to  ascertain  the  credit  needs 
of  its  delineated  community.   Include  information  derived  from  any 
demographic  studies  conducted  and  contacts  made  through  consumer 
agencies,  community  organizations,  and  individuals  that  would 
indicate  efforts  by  the  bank  to  determine  the  credit  needs  of  low- 
and  moderate-income  neighborhoods . 

2.  Description  of  the  bank's  efforts  to  market  its  services  to  its 
community.   Include  any  advertising  designed  to  inform  low-  and 
moderate-income  areas  of  the  types  of  credit  listed  in  the  bank's  CR; 
statement.   Outline  any  special  credit-related  programs  initiated  to 
inform  the  public  of  the  bank's  attempts  to  serve  its  community. 

3.  If  the  bank  examines  the  geographic  distribution  of  credit 
applications,  extensions  and  denials,  including  an  analysis  of 
information  compiled  under  the  Home  Mortgage  Disclosure  Act  and  the 
Fair  Housing  Home  Loan  Data  System,  where  applicable,  discuss  the 
bank's  analysis  and  conclusions. 

4.  List  all  offices  that  were  opened  or  closed  since  the  last  consumer 
examination. 

5.  Discuss  the  bank's  participation  in,  and  intended  beneficiaries  of, 
local  community  development  or  redevelopment  projects  sponsored  by 
federal  or  local  development  agencies.   Also  discuss  the  bank's 
participation  in  other  projects,  loans,  or  services  designed  to 
improve  the  community.   Address  the  volume  of  investments  in  state 
and  local  housing  agencies,  as  well  as  other  local  issues  in  the 
investment  portfolio. 

6.  Discuss  the  bank's  volume  of  residential  mortgage,  housing 
rehabilitation,  home  improvement,  small  business,  and  small  fam 
lending  within  its  delineated  community. 

7.  Detail  the  bank's  volume  of  participation  in  subsidized,  guaranteed 
or  governmentally  insured  loan  programs  for  housing,  small  business 
and  small  farms. 

8.  Discuss  factors  that  aid  or  deter  the  bank  in  servicing  all  credit 
needs  of  the  community  adequately.   Factors  to  consider  incl-tle  tar.' 
size,  deposit  structure,  financial  condition,  legal  impedirrier.t  3 , 
local  economic  conditions  and  forecasts. 
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MISCELLANEOUS: 

1.  Most  recent  review  of  NOW  accounts. 

2.  The  bank's  Bank  Secrecy  Act  Program. 

3.  The  Currency  Transaction  Report  exempt  list. 

4.  The  most  recent  Call  Report  and  work  papers. 

5.  Documentation  of  training  performed  for  Consumer  Compliance. 

6.  EDP  Contingency  Plan 

7.  Latest  EDP  Audit  Reports  and  Management  responses. 

8.  EDP  Policies  and  Procedures. 

Sincerely, 

National  Bank  Examiner 
Enclosure 


262 


9.  Does  the  banic  have  a  written  policy  for  each  of  the  following  areas  (Checlc  where 
applicable  and  state  when  it  was  last  revised  and/or  approved  by  the  Board): 

Yes   No    NA         Date 

A.  Loan  Policy  ^_   

8.  Insiders/Affiliates  Transactions  

C.  Investment  Policy  

D.  Asset/Liability  Management  

E.  Other  Real  Estate  Owned  {OREO)  

F.  Disaster/Recovery  Policy  

G.  Specialty  Areas  (i.e.  Trust,  MSRB)  

10.  What  specialty  areas  (trust,  bank  dealer,  discount  brokerage,  etc.),  if  any,  does  the 
bank  engage  in? 


11.  How  does  the  Board  identify  and  approve  suitable  dealers  Co  handle  the  banlc's 
security  transactions? 


12.  What  are  the  bank's  liquidity  objectives  and  how  does  the  Board  ensure  these  are  met? 


13.  Briefly  describe  the  bank's  contingency  plan  for  the  continuance  of  all  ban<i.nq 
operations  in  the  event  of  disaster: 


Do  officers  accurately  identify  their  own  rialca  (e.g.  loan  aradiny) ? 
Loan  Officer  Grading 

14.  How  are  the  bank's  problem  loans  identified  and  reported  to  the  Board? 


15.  How  are  officers  held  accountable  for  detecting  and  informing  management  and  the 
Board  of  problem  loans  in  officer's  portfolios  in  a  timely  manner? 


16.  Attach  the  definitions  of  the  loan  risk  grades  used  by  the  bank  (If  applicable). 

-2- 
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17.  How  often  are  account  officers'  loan  gradings  independently  substantiated  t   by  whom? 


Allowance  for  Loan  and  Lease  Losses  (ALLL) 
18.  Describe  the  bank's  process  to  determine  the  adequacy  of  the  ALLL? 


19.  Is  the  adequacy  of  the  ALLL  substantiated  by  an  independent  party?   I:  so,  by  whom? 


20.  What  is  the  process  for  determining  specific  allocations  i   unallocated  portion  of  the 
ALLL? 


21.  How  does  this  process  factor  in  the  appl^cabl*  elements  addressed  by  Banking  Circular 
201? 


Investments 
22.  How  does  the  bank  ensure  the  quality  of  t."i«  ir.vestment  portfolio  and  the  suitability 
of  the  securities  held? 


23.  Who  performs  these  reviews? 
How  often? 


Asset/Liability  Management 

24.  How  does  the  bank  determine  the  lev«l  of  int«r«st  rate  risk  in  the  balance  sheet? 


25.  How  often? 


Does   management   provide  proper   overaight    for   all    risks? 

Organizational   Stz-ucture 
26.    Attach   a   copy  of   the  bank's    organizational    chart. 
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27.  List  the  bank's  committees  and  frequency  of  meetings: 


23.  How  does  the  Board  define  and  communicate  its  committees'  duties  and 
responsibilities?   How  does  it  stay  apprised  of  their  activities? 


Personnel  Administration 

29.  How  are  job  descriptions  and  standards  of  performance  communicated  for  each  position? 


30.  How  often  is  the  performance  of  bank  personnel  evaluated  and  what  are  salary 
adjustments  based  on? 


31.  Briefly  describe  the  bank's  training  pcogtaa: 


Exception  Tracking  Systems 

32.  How  are  policy  exceptions  identified,  appcav«d,  and  tracked  by  management?  (e.g. 
compliance  with  real  estate  appraisal  guidelines) 


33.  How  does  the  Board  follow  up  on  the  tiaaly  cscrection  of  exceptions  noted  ty  Audit, 
Loan  review.  Compliance  review,  or  Raqulacory  authorities? 


34.  Describe  the  bank's  system  for  obtaining  credit  information  i   collateral 

documentation  from  borrowers,  on  an  ongoing  basis  (i.e.  a  tickler  system  toe 
financial  statements): 


-4- 
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Review  of  Management  Information  System 

35.  Please  state  if  the  following  reports  are  generated  and  reviewed  by  the  Board,  and/or 
Management,  and  show  the  frequency: 

Yes  No  NA  Frequency 

A.  Past  Due  Reports?                          

B.  Nonaccrual  Reports?                        

C.  Policy  Exception  Reports?                   

D.  Loan  Concentration  Reports?                 

E.  Loan   Coniniitments?                                                                      

F.  Credit  and  Collateral  Exceptions?            

G.  Problem  Loan  List?                         

H.  Status  Report  of  OREO                       

I.  Pricing  Report-Investment  Securities?        __^^__^^_^ 

J.  Accounting  Report-Investment  Securities?     

K.  Investment  Portfolio  Quality?               ^^^ 

L.  Schedule  of  Investment  Purchases/Sales?      

M.  Report  on  Market  Appreciation  or 

Depreciation  of  the  Portfolio?              

N.  Maturity  Schedule-Investment  Securities?     

O.  Maturity  Schedule  of  Loans?                 

P.  Rate  Sensitivity  Analysis?                  

Q.  Pledging  Report-Investment  Portfolio?        

,  R.  Liquidity  Analysis?                        

S.  Balance  Sheet  and  Income  Statement?          

T.  Net  Interest  Margin  Analysis?               

U.  Sources  and  Uses  of  Funds?                  

V.  Overdraft  Report?                          

W.  Budget  Compared  to  Actual  Results?           

X.  Internal/External  Audit  Reports?             

Are  independent  monitoring  systems  in  place  (e.g.  audit,  loan  review)? 

Loan  Review 

36.  Describe  in  detail  the  bank's  loan  review  function? 


37.  If  bank  uses  an  outside  loan  review  firm,  name  the  firm  and  its  location: 


38.  If  this  firm  was  not  utilized  the  previous  year,  who  was  used  and  why? 


39.  What  is  the  percentage  of  the  credit  portfolio  reviewed  by  loan  review? 

40.  Describe  loan  review's  scope  and  reporting  mechanisms? 
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Internal  Audit 
41.  What  does  your  inCecnal  audit  function  consist  of? 


State  the  following: 

(A) .   The  number  of  auditors  

(B) .   The  average  years  of  staff  experience     

(C).   The  average  turnover  rate  in  the  department 


42.  Who  are  internal  auditors  accountable  to  and  what  is  their  reporting  system? 


Extomal  Audit 
43.  Who  performs  the  bank's  external  audit  functions? 


44.  What  is  the  scope  of  the  external  audits  and  do  they  provide  the  Board  with  an 

engagement  letter,  management  letter  outlining  systemic  weaknesses,  and  render  an 
opinion  on  the  bank's  financial  statements? 


45.  Do  external  auditors  refrain  from  borrowing  <t  the  bank? 


Compliance  Management 

46.  Describe  the  bank's  compliance  review  function: 


47.  Which  of  the  following  major  areas  were  not  cevlawed  by  the  compliance  function  in 
the  past  18  months? 

A.  Truth-in-Lending  ^^ 

B.  Equal  Credit  Opportunity  

C.  Bank  Secrecy  Act  

D.  Insider  Transactions  ..^ 

E.  Expedited  Funds  Availability  Act  ____ 

F.  Real  Estate  Settlement  Procedures  Act  

G.  Electronic  Funds  Transfer  Act  

H.  Interest  on  Deposits  ___ 

I.  Right  to  Financial  Privacy  ^_ 

J.  Community  Reinvestment  Act 

48.  State  the  reason(s)  why  reviews  were  not  conducted  for  the  areas  marked  above: 
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Mr.  Spratt.  Thank  you  very  much,  Mr.  Lauffer. 

Let's  start  with  Mr.  Cox, 

Mr.  Cox.  Thank  you  very  much,  Mr.  Chairman. 

I  would  Hke  to  go  to  one  of  Mr.  Brandon's  earHest  comments.  You 
mentioned  that  while  several  people  are  saying  that  we  need  to 
lighten  up  a  little  bit  on  regulation,  the  GAO  is  telling  you  that 
there  just  isn't  enough.  I  wonder  if  you  could  expand  on  mat. 

Mr.  Brandon.  In  not  the  most  recent  testimony  but  testimony 
before,  there  was  an  implication  that  when  examiners  come  in  the 
bank  they  don't  just  look  at  the  loans.  As  the  three  of  us  can  tell 
you,  they  look  at  the  loans  for  weeks.  A  lot  of  times  they  will  use 
a  technique  of  sampling.  Historically  that  has  been  accurate,  but 
they  do  look  at  the  loans.  They  look  at  them  very,  very  closely,  and 
they  have,  and  for  most  banks  those  loans  are  good.  They  will  clas- 
sify a  lot  of  them  for  reasons  that  have  very  little  to  do  with  safety 
and  soundness.  They  just  don't  comply  with  something  in  these 
regulations. 

The  thing  that  bothers  me  the  most,  though,  is  at  the  present 
time  I  have  an  internal  auditor.  A  bank  my  size,  it  is  just  about 
on  the  borderline  for  an  internal  auditor,  but  I  have  one,  and  he 
is  a  very  conscientious  person  who  reports  to  the  board  of  directors. 
In  addition,  I  have  an  audit  committee  on  my  board  who  is  respon- 
sible for  determining  whether  or  not  we  are  keeping  up  with  the 
various  procedures  that  make  the  bank  safe. 

In  addition  to  that,  I  have  an  outside  third-party  CPA  audit  firm 
already.  Now,  Mr.  Bowsher  seems  to  think  I  should  have  another 
group  that  would  audit  the  audit  group  who  audits  the  audit  group 
who  audits  the  audit  group  who  audits  the  auditor.  It  seems  like 
we  are  going  to  have  nothing  but  auditors  auditing  each  other. 

The  irightening  part  of  it  is,  as  litigious  as  today's  society  is,  if 
you  add  the  requirement  of  this  final  audit  group  that  they  have 
to  sign  off  on  what  all  the  rest  of  those  audit  groups  have  done, 
you  are  not  going  to  see  a  loan  made,  because  everybody  is  going 
to  cover  themselves,  as  Jim  said,  in  such  a  way  that  it  is  going  to 
just  squeeze  this  thing  down  to  where  the  system  won't  work  at  all. 

That  is  the  type  oi  thing  we  are  saying.  It  is  just  getting  to  be 
an  unbearable  overkill  on  the  system,  and  it  is  not  just  the  banks 
it  is  affecting,  it  is  affecting  the  economy. 

And  there  are  examples  out  there  over  and  over  again  of  how  it 
does  it. 

Mr.  Cox.  I  take  it  GAO's  recommendation  of  this  additional  audit 
step  stems  from  GAO's  appraisal  of  the  problem  as  significantly 
greater  than  perhaps  other  people.  We  were  told  to  expect  a  De- 
cember surprise,  to  expect  the  failure — going  back  to  the  April  26, 
1991,  GAO  testimony  before  the  Senate  Banking  Committee — of  71 
large  banks.  That  was  off  by  about  half  GAO  told  us  that  these 
failures  would  cost  as  much  as  $11  billion.  In  fact,  that  was  a  150 
percent  overestimate. 

Instead,  what  we  saw  during  1992  was  that  U.S.  banks  recorded 
record  profits,  more  than  $32  billion  last  year,  which  eclipses  the 
old  record  f^om  1988.  Nonperforming  loans  were  down  14  percent 
compared  with  1991,  and  on  and  on. 

I  wonder  if  given  the  exaggeration  of  the  problem  by  GAO,  any- 
one on  the  panel  could  react  to  a  statement  by  William  Isaac,  the 
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former  chairman  of  the  FDIC,  who  said,  "The  GAO,  which  began 
life  some  70  years  ago  as  the  auditing  arm  of  Congress  employing 
a  handful  of  green-eyeshade  types,  has  grown  to  a  vast  bureaucracy 
of  some  5,000  people.  In  recent  years,  it  has  become  a  significant 
factor  in  the  regulation  of  banks  and  thrifts,  second-guessing  the 
banking  people  at  every  turn,  contributing  greatly  to  the  climate  of 
regulatory  overkill  and  exacerbating  the  credit  crunch." 

Mr.  Thomas.  I  agree  1,000  percent  with  that.  He  is  absolutely 
right. 

I  think  that  you  might  say  they  are  out  of  control.  They  have 
been  extraordinarily  wrong.  They  seem  to  extrapolate  outdated  in- 
formation irresponsibly.  Aj^d  these  projections  going  forward  as  to 
what  is  going  to  happen  to  the  Bank  Insurance  Fund  have  already 
been  proven,  as  you  know,  dramatically  wrong. 

The  fact  is,  you  have  created  an  environment  there  where  the 
Comptroller  of  the  Currency,  for  example,  is  being  audited  by  the 
GAO,  and  the  way  to  react  to  that  pressure  is  you  tighten  up  all 
along  the  line.  And  I  think  this  is  a  matter  of  very  great  concern 
to  the  country,  and  it  should  be  to  all  of  us. 

Mr.  Cox.  Mr.  Lauflfer,  do  you  want  to  say  anything  on  that? 

Mr.  Lauffer.  I  agree.  I  tnink  the  information  used  was  outdated. 
Some  of  it  was  even  pre-FIRREA,  pre-FDICIA.  It  is  an  attitude 
that  goes  down  through.  And  I  agree  with  Mr.  Thomas.  You  go 
from  there  and  then  down  to  the  treasurer  and  the  comptroller  and 
the  examiners,  and  it  gets  down  to  Main  Street. 

To  me,  the  argument  is  not  valid.  I  think  they  should  relook  at 
how  they  arrived  at  those  conclusions. 

Mr,  Thomas.  If  we  were  running  a  publicly  held  corporation,  we 
would  be  in  jail  if  we  made  projections  like  that,  I  suspect. 

Mr.  Cox.  Well,  I  don't  think  we  are  going  to  send  anyone  from 
GAO  to  jail.  Perhaps  we  can  lighten  up  on  regulations. 

Mr.  Lauffer.  While  we  are  talking  about  jail,  there  is  one  point 
I  failed  to  bring  up  and  I  wanted  to,  and  that  is  civil  money  pen- 
alties on  the  banks  themselves.  A  million  dollars  a  day — it  doesn't 
take  long  for  a  community  bank  at  $1  million  a  day.  The  penalty 
is  $2,000  a  day  for  an  addition,  subtraction,  transposition — unin- 
tentional— on  a  report  to  the  Federal  Reserve.  We  are  talking  about 
jail  and  penalties. 

There  is  extreme  pressure  on  each  one  of  us  and  our  boards  with 
civil  money  penalties  which  are  actually  out  of  control.  Again,  you 
are  trying  to  deal  with  the  Charles  Keatings  and  the  people  who 
are  dishonest  and  not  with  what  the  real  problem  is.  So  talking 
about  jail,  I  think  I  just  wanted  to  mention  that.  Congressman. 

Mr.  Brandon.  Can  I  pick  up  on  that,  too?  I  have  got  a  real  con- 
cern, in  coming  back  to  Mr.  Thomas'  remarks,  about  small  business 
and  small  towns  and  small  banks.  I  have  been  a  small  banker.  I 
think  banks  of  all  sizes  make  loans  to  small  business.  In  my  small 
town,  I  would  have  more  interest  in  that  small  business  than  any- 
one else  would. 

And  the  only  question  left  to  me,  when  you  come  back  to  Jim's 
comment  about  $2,000  to  $3,000,  if  you  make  an  error  on  a  call  re- 
port, we  have  never  had  to  pull  back  in  a  call  report.  But  it  worries 
us  every  single  time  that  we  might  get  hit  with  a  $5,000  fine  or 
a  $10,000  fine. 
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Back  on  the  $1  million,  I  calculated  I  would  last  about  SV2  min- 
utes. I  couldn't  even  make  anywhere  close  to  a  day. 

But  my  point  is  this.  I  think  the  only  question  is  how  many  small 
banks  are  going  to  give  up  in  the  next  5  years,  not  if  they  are  going 
to  give  up.  In  one  testimony  I  said  1,000.  I  said  that  simply  be- 
cause I  wanted  to  be  super-cautious.  I  guess  deep  in  my  heart  of 
hearts  I  think  more  like  3,000  communities.  I  do  think  other  banks 
are  going  to  buv  them.  Jim  is  going  to  buy  them,  Dick  is  going  to 
buy  them.  But  I  am  going  to  have  a  different  approach  to  that  town 
than  the  other  banks  have. 

One  of  these  days  I  am  going  to  wake  up  and  realize  that  with 
civil  money  penalties  and  nuge  fines  and  everything  else,  that  I 
can't  do  this,  that  there  is  no  way.  I  am  violating  a  law  every  day, 
I  bet  you.  Somebody  just  hasn't  made  it  a  point  to  catch  me  yet. 
I  can't  do  that.  I  am  going  to  sell  out.  And  eventually  there  are  not 
going  to  be  banks  in  these  small  towns  and  these  small  towns  are 
not  going  to  have  these  small  business  loans.  It  is  going  to  come 
back  to  the  fact  that  this  is  overwhelming. 

This  is  just  absolutely  beyond  what  banks  can  do  today,  espe- 
cially when  you  get  $180  million  and  down,  which  is  probably  80 
percent  of  the  banks  in  the  country. 

Mr.  Cox.  This  mismatch  between  the  environmental  risk  and  the 
exposure  the  banks  acquire,  on  the  one  hand,  and  the  size  of  the 
loan  and  the  otherwise  limited  downside  risk  on  the  loan,  on  the 
other  hand,  causes  me  to  ask  whether  or  not  an  experience  that  I 
have  had  is  consonant  with  anything  that  anv  of  you  might  have 
had.  There  is  an  outfit  in  Fountain  valley,  CA,  called  the  Hobby 
Shack,  and  the  business  is  what  it  sounds  like,  a  hobby  store.  The 
hobby  store  wanted  to  get  a  secured  loan  using  real  estate  for  the 
site  of  their  store  as  security.  They  got  back  from  their  bank  a  let- 
ter that  went  on  pages  and  pages.  I  included  it  in  the  Congres- 
sional Record  because  I  thought  it  was  a  stunning  example  of  why 
we  have  a  credit  crunch. 

It  was  clear  the  bank  didn't  want  to  make  the  loan  because  of 
the  regulations.  After  several  numbered  paragraphs  objecting  to 
the  fact  that  the  report  from  the  prospective  borrower  didn't  have 
a  table  of  contents,  didn't  have  an  executive  summary,  and  con- 
tained typos  as  well  as  a  number  of  other  things  that  caused  them 
to  send  it  back,  they  said:  "There  is  no  information  on  the  storage 
and  handling  of  flammable  liquids,  such  as  the  fuel  for  model  air- 
plane engines." 

Now,  we  are  pushing  it  here.  They  went  on:  "It  is  required  by 
CNB  gnuidelines  that  the  storage  and  handling  of  hazardous  mate- 
rials oe  reviewed  at  the  subject  site  and  comments  made  as  to  the 
adequacy  of  the  procedures  at  the  subject  site.  Further  information 
is  necessary,  with  photographs  showing  the  procedures  for  hazard- 
ous materials." 

They  are,  in  other  words,  asking  for  snapshots  of  the  shelves  on 
which  the  model  airplane  fuel  is  stored,  I  take  it. 

Paragraph  8:  "A  brief  reference  is  made  to  reviewing  aerial  pho- 
tographs. However,  the  specific  dates,  flight  numbers  and  the  ob- 
servations made  fi-om  each  photograph  is  not  included."  [This  is  to 
take  a  look  at  the  property  from  the  air.]  "The  information  on  the 
older  photographs  viewed  is  also  missing.  If  a  full  investigation  was 
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not  made,  important  information  on  sporadic  illegal  uses  of  the  site 
can  be  missed.  Further  investigation  is  warranted." 

And  it  gets  worse.  Paragraph  10:  'There  was  no  research  con- 
ducted into  the  types  of  crops  grown  on  the  subject  site."  I  want 
you  to  know  this  is  a  totally  urban  neighborhood.  Sometime  in  the 
19th  century,  perhaps,  it  was  agricultural.  "Your  report  states  that 
the  only  possible  soil  contaminant  of  the  property  would  be  pes- 
ticide residue.  However,  there  is  no  indication  in  the  report  that  re- 
search was  conducted  to  determine  whether  the  types  of  pesticides 
that  were  used  on  the  site  in  those  years  are  the  types  of  pesticides 
that  dissipate  with  aeration.  Further  investigation  is  warranted." 

It  goes  on  and  gets  worse. 

Mr.  Brandon.  That  probably  is  on  page  282,  section  16,  para- 
graph 16.26.  That  is  a  perfect  example  of  what  happens  when  you 
write  a  document  like  this  and  try  to  go  by  the  book  on  this  docu- 
ment. You  end  up  with  all  these  ridiculous  things  that  have  noth- 
ing to  do  with — does  that  loan  make  sense,  what  are  the  sources 
of  repayment,  how  does  it  work. 

Dick  said  you  get  into  form  over  substance.  The  net  of  that  is 
none  of  those  things  had  anything  really  to  do  with  the  safety  and 
soundness  of  that  loan.  They  were  all  to  comply,  make  this  wonder- 
ful looking  document,  so  when  an  examiner  comes  in  he  will  feel 
like  he  knows  everything,  you  haven't  forgotten  anything,  and  he 
won't  criticize  you  on  the  loan.  It  is  not  worth  the  heat  you  are 
going  to  get  if  you  make  it. 

Mr.  Cox.  I  take  it  these  things  have  to  do  with  the  liability  that 
the  bank  will  acquire  under  existing  legislation,  particularly  in  the 
environmental  area.  I  don't  want  to  presume  anything,  although  I 
have  inferred  it  from  your  comments  thus  far. 

Would  you  support  reasonable  legislation  to  prevent  banks  from 
being  held  responsible  for  the  environmental  costs  of  compliance  or 
cleanup  of  borrowers'  property  if  the  bank  should  end  up  holding 
title  to  the  property  through  foreclosure? 

Mr.  Brandon.  We  not  only  support  that,  but  we  think  it  is  man- 
datory that  it  be  done.  If  I  were  to  make  a  loan  to  a  young  farmer 
and  he  is  going  to  start  off  with  160  acres,  and  somewhere  along 
the  line,  unbeknownst  to  him,  somebody  just  out  of  the  blue 
dumped  some  waste  on  that  man's  land,  the  bank  could  be  liable 
for  it. 

Eventually  you  are  going  to  find  that  there  are  not  many  cir- 
cumstances involving  real  estate  at  all  that  you  can  even  make  a 
loan.  And  as  this  thing  moves  through,  if  we  don't  do  something 
about  it,  it  is  going  to  virtually  shut  down. 

As  Jim  said,  there  are  already  three  categories  he  doesn't  think 
he  can  get  involved  in  because  the  risk  is  too  high.  That  is  just 
going  to  grow  and  grow  and  grow. 

Mr.  Cox.  I  thank  each  of  you. 

I  yield  for  the  time  being  to  the  chairman. 

Mr.  Spratt.  Thank  you,  Mr.  Cox. 

Mr.  Zeliff. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman. 

I  happen  to  be  a  proud  owner  of  a  gas  station/convenience  store 
in  a  little  town  in  New  Hampshire.  I  think  I  understand  what  you 
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are  talking  about.  Superfund  is  a  flawed  law  and  that  is  another 
law  that  needs  to  be  readdressed,  and  it  needs  to  be  done  soon. 

On  FDICIA,  we  should  revisit  it.  We  talked  about  supporting 
H.R.  962,  which  I  happen  to  support.  Is  that  enough?  And  if  not, 
what  else  needs  to  be  done? 

The  points  you  mentioned,  liability  on  bank  officers  and  directors 
and  other  reforms  relative  to  auditing,  is  that  far  enough,  or  do  we 
need  to  revisit  FDICIA  totally? 

Mr.  Lauffer.  I  tliink  you  need  to  revisit  it.  You  have  Truth  in 
Savingfs,  I  don't  know  if  that  is  covered  in  that  bill.  That  is  going 
to  be  ridiculous.  If  any  of  you  have  remortgaged  in  the  last  year, 
which  a  lot  of  people  nave,  you  get  this  many  sheets  of  paper  as 
a  borrower,  and  nobody  reads  them. 

Truth  in  Lending  is  the  same  way.  Truth  in  Savings  will  be  only 
a  cost  to  either  the  banking  institutions,  the  economy  in  general  or 
the  consumer,  or  everybody,  and  that  is  not  dealt  with  in  there. 
Section  132 — I  don't  know  if  132  is  effectively  dealt  with  in  that 
bill. 

Mr.  Zeliff,  So  that  bill  is  kind  of  a  band-aid  approach,  we  really 
ought  to  revisit  FDICIA  completely? 

Mr.  Lauffer.  It  would  be  my  recommendation  personally  and  I 
think  it  would  be  the  association's  recommendation. 

Mr.  Brandon.  On  that  particular  bill,  what  happened  was  we 
went  into  all  50  States  and  said,  "What  do  you  think  we  can  do?" 
We  dealt  with  the  attitude  in  the  Congress  and  the  feeling  in  the 
Congress  that  what  we  had  to  try  to  do  is,  we  had  to  start. 

And  so  we  said,  what  do  we  tnink  we  can  do?  And  example  after 
example  aft^r  example  were  all  put  together,  with  all  50  States 
around  the  countnr  contributing  things — different  State  associa- 
tions, different  bankers,  the  ABA,  the  IBAA,  the  Reserve  City  Asso- 
ciation, bank  holding  companies,  the  S&L  league,  all  of  them,  it 
worked  together.  Everybody  wasn't  endorsing  the  bill,  but  we  all 
worked  together. 

I  agree  with  Jim.  I  would  love  to  see  an  awful  lot  of  this  iust 
backed  up  and  revisited  from  the  start.  But,  Mr.  Zeliff,  if  you  look 
at  this  thing  from  what  is  practfcal  and  considering  that  you  have 
got  two  committee  chairmen  in  this  House  and  the  Senate  that 
don't  seem  to  be  sponsoring  that  bill,  where  do  you  start?  We  have 
got  to  start  somewhere.  And  I  think  this  is  one  heck  of  a  good  start. 

Then  once  we  get  into  this  thing,  then  we  will  come  back  to  your 
original  point.  We  need  to  keep  going  from  there.  Can  you  take  the 
whole  thing  and  unwind  it?  I  would  say  it  would  be  a  very  difficult 
thing  to  do  just  starting  from  scratch.  But  as  you  move  forward, 
we  may  find  reality  again  and  common  sense  again,  and  we  will 
eventually  get  back  to  where  this  system  is  workaole  again. 

Mr,  Zeliff.  You  are  a  friend  of  Bill  Clinton. 

Mr.  Brandon.  I  have  known  Bill  Clinton  for  16,  17  years.  Yes, 
I  would  call  us  friends. 

Mr.  Zeliff.  I  give  him  credit  for  initiating  the  character  loan 
concept.  We  have  been  working  on  that  in  New  Hampshire.  We 
tried  to  do  it  with  the  Bush  administration,  with  Treasury.  We  had 
meetings  with  Bill  Taylor  when  he  was  alive.  Great  meetings  Cer- 
tain changes  would  get  done,  and  it  never  got  down  to  the  regu- 
latory level.  There  is  just  that  huge  gap  between  what  sounds  like 
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a  good  idea  at  the  top  and  what  gets  implemented  down  at  the  bot- 
tom. 

I  hear  that  it  is  Congress*  fault,  the  regulators  hands  are  tied. 
If  that  is  the  case,  there  really  isn't  much  room  to  move,  including 
character  lending,  imless  you  change  the  law.  However,  it  seems 
now  that  there  is  a  possibility  that  there  is  room  to  move,  and  I 
think  that  is  a  healthy  move.  I  don't  think  it  would  cost  any  money 
at  all.  It  would  be  the  best  short-term  stimulus  we  could  possibly 
have  if  we  could  lighten  up  a  little  bit. 

And  that  is  a  beautiful  picture.  I  wish  I  had  a  little  Polaroid  shot 
of  you  and  that  pile  on  both  right  and  left,  because  it  tells  the  story 
with  a  picture  better  than  anything  we  could  describe.  How  much 
of  those  laws  on  your  right,  my  left,  are  created  by  the  bureauc- 
racy, and  how  much  was  really  caused  by  Congress'  law? 

Mr.  Brandon.  That  is  a  really  good  question.  Let  me  back  up  to 
President  Clinton  for  a  second.  You  are  a  small  businessman.  I 
would  say  he  was  driven  as  much  from  the  small  business  side. 

I  was  chairman  of  the  Arkansas  Industrial  Development  Com- 
mission when  he  was  Governor,  and  we  worked  together  a  lot,  and 
his  entire  approach  to  the  State  was  that  smokestack  chasing  is 
OK,  you  can  hit  one  or  two  and  maybe  move  one  out  of  the  east 
and  into  the  south  into  Arkansas,  but  the  real  secret  of  success  is 
small  business,  creating  other  jobs  and  other  small  businesses. 

I  think  a  lot  of  what  he  is  coming  from  as  far  as  trying  to  do 
something  on  character  lending,  small  business  lending,  comes 
from  that  belief  that  the  economy  is  really  based  on  that.  That  is 
a  true  belief  of  his.  So  I  think  he  wants  to  do  something  about  it. 

To  come  back  to  your  question  over  here,  it  would  be  difficult  for 
me  to  say  exactly  what  would  be  strictly  by  the  regulators  and 
what  would  be  law-driven.  I  would  say  there  are  probably  hun- 
dreds and  hundreds  of  things  that  could  be  looked  at  both  ways. 

My  only  concern  would  be  to  say,  I  think  this  is  a  two-ed^ed 
sword.  I  think  both  sides  of  the  equation,  the  congressional  side 
and  the  law  side  and  the  administration  side  and  the  regulation 
side,  have  to  come  in  play  and  complement  each  other  and  you  both 
have  to  be  consistent  with  what  you  want  to  do.  I  would  ask  you 
as  you  consider  any  changes  in  the  law  and  everj^hing  else,  to  try 
to  find  that  consistency. 

And  Congpressman  Zeliff*,  from  what  you  have  said,  that  I  have 
heard  you  say,  I  think  that  is  exactly  what  you  are  trying  to  do. 

Mr.  Thomas.  Could  I  add  just  a  comment  to  that? 

Mr.  Zeliff.  Sure. 

Mr.  Thomas.  In  terms  of  FDICIA,  I  think  virtually  all  of  the  new 
regulations  will  be  the  result  of  that  legislation.  In  fact,  it  is  so 
comprehensive  and  all-inclusive  that  the  regulators,  I  am  told,  are 
having  great  difficulty  trying  to  figure  out  how  to  implement  some 
of  the  provisions.  And  to  this  point,  they  haven't  been  totally  suc- 
cessful in  figfuring  that  out. 

Mr.  Zeliff.  Aren't  the  regulators  basically  on  record  as  not  favor- 
ing FDICIA? 

Mr.  Thomas.  I  think  they  feel  it  is  overkill  and  a  bad  piece  of 
legislation.  I  think  it  woula  be  the  most  salutary  thing  to  happen 
for  FDICIA,  to  be  repealed  in  its  entirety.  That  would  be  a  wonder- 
fully positive  thing.  I  think  all  of  the  regulations  we  are  going  to 
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see  flowing  out  of  that  are  going  to  be  very  comprehensive,  very  on- 
erous, difficult  to  understand,  just  by  the  very  nature  of  the  provi- 
sions in  the  law. 

Mr.  Zeliff.  Can  I  just  have  one  more  question? 

Mr.  Spratt.  Sure. 

Mr.  Zeliff.  I  had  an  interesting  visit  by  12  or  15  people  from 
Ossipee,  NH,  yesterday,  and  these  are  folks  that  could  not  get  lend- 
ing from  any  bank,  and  they  formed  a  cooperative,  and  they  have 
a  90-percent  repajonent  rate,  and  they  are  borrowers  that  form  a 
board,  and  they  lend  money  out  up  to  $500,  and  I  guess  it  is  at 
the  lowest  level  where  you  see  people  getting  out  of  the  banking 
chain  and  doing  something  about  it,  and  nonbanking  activities. 

At  the  rate  we  are  going,  do  you  see  continued  threats — I  guess 
you  do— on  small  town  banks?  If  we  keep  up  with  the  amount  of 
regulation  we  have,  it  is  going  to  drive  the  small  town  banker  out 
of  business,  I  would  think,  and  you  may  just  want  to  comment. 

Mr.  Lauffer.  I  would  like  to  comment  on  that.  I  believe,  as  Bill 
stated,  that  it  will.  You  just  cannot  keep  up.  When  you  look  at  that 
every  day  and  know  that  you  are  probably  breaking  a  law,  which 
you  are,  or  a  reg  or  a  statute  or  whatever,  and  you  have  fewer  peo- 
ple, and  you  can't  get  a  director,  it  is  the  straw  that  breaks  the 
camel's  back. 

It  is  the  whole  thing.  You  couldn't  do  one  thing  that  would  give 
us  relief,  as  Bill  said.  It  is  a  whole  attitude.  It  is  a  whole  section 
of  things  that  need  to  be  done  to  give  us  relief  from  under  those 
books,  basically. 

Mr.  Thomas.  There  is  another  issue  here  I  don't  think  we 
touched  on,  and  that  is  quite  apart  from  whether  or  not  one  is 
making  a  good  loan,  that  is,  whether  the  loan  is  going  to  get  repaid 
or  not,  is  the  issue  of  whether  you  make  or  lose  money  on  it.  And 

fiven  the  cost  of  environmental  screens,  appraisals,  all  the  other 
inds  of  things  you  have  to  go  through  to  make  a  loan,  if  it  is  below 
a  certain  size,  there  is  a  limit  to  what  you  can  charge  and  you  may 
end  up  losing  money. 

Mr.  Zeliff.  What  is  that  size,  roughly? 

Mr.  Thomas.  It  depends  on  thfe  nature  of  the  loan  and  the  size 
of  the  bank.  In  one  of  the  really  large  banks  in  the  coimtry  today, 
it  would  be  difficult  to  make  money  on  a  loan  of  less  than  half  a 
million  dollars.  I  suspect  the  number  might  be  $25,000  for  a  much 
smaller  bank  with  a  much  smaller  overhead,  et  cetera. 

But  at  the  larger  end  of  the  scale,  the  larger  banks  are  losing 
credit  to  finance  companies  who  charge  much  higher  rates,  gen- 
erally, but  don't  have  to  comply  with  all  the  regulations — environ- 
mental, real  estate  appraisals,  et  cetera — and  can  make  credit 
judgments  and  deliver  the  product  in  a  much  shorter  timeframe. 
Although  it  is  at  a  much  higher  cost,  they  are  picking  up  an  enor- 
mous amount  of  business  from  the  commercial  banking  sector 
today  because  they  can  simply  function  more  effectively. 

Mr.  Zeliff.  If  a  small  businessperson  complies  with  everything 
the  bank  has  him  do,  which  costs  him  money  for  accounting  be- 
cause he  has  to  do  statements  and  perspectives  and  annual  reports, 
and  the  file  we  saw  last  week  a  foot  high,  a  small  business  guy 
with  all  the  added  expense  and  burden  can't  afford  to  do  anything 
but  borrow  a  lot  of  money.  He  can't  really  afford  to  borrow  small 
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amounts  of  money.  So  if  we  really  expect  to  create  jobs  from  that 
end  of  it,  it  is  kind  of  crazy. 

I  just  have  one  last  experience  like  your  truck  guy.  We  have  in 
New  Durham,  NH,  a  man  and  woman  come  to  a  chamber  of  com- 
merce meeting.  This  g^y  built  a  tow  truck  from  parts  with  his 
hands.  They  couldn't  get  money  from  anywhere.  And  they  were  try- 
ing to  buy  just  the  business  and  a  house  that  they  could  live  out 
of 

They  came  to  a  chamber  of  commerce  meeting  and  we  finally 
were  able  to  get  them  an  SBA  guaranteed  loan.  It  is  one  of  the 
great  success  stories  like  your  trucker. 

But  if  we  don't  go  back  to  that,  that  is  what  America  is  all  about, 
and  if  we  don't  do  it,  you  are  not  doinpj  your  job,  we  are  not  doing 
ours,  and  the  FDIC  is  doing  a  lousy  job,  and  we  are  going  to  go 
down  the  tubes  as  a  country. 

Thank  you. 

Mr.  Spratt.  Ms.  Margolies-Mezvinsky. 

Ms.  Margolies-Mezvinsky.  Can  you  give  me  anv  figures  based 
on  the  number  of  loans  you  would  have  made  befx)re  the  regula- 
tions and  the  number  of  loans  you  are  making  after  them? 

Mr.  Brandon.  Individually  it  would  be  very  different.  If  you  take 
the  commercial  banking  industry  as  a  whole,  at  this  time,  we  are 
2  years  after  the  recession,  at  tnis  time  we  are  negative.  It  is  al- 
most a  10-percent  swing,  which  would  be  $200  billion.  That  is  the 
recession  starting  in  the  1960's  and  the  1970's  and  the  early  1980's. 

Whether  or  not  you  can  say  that  10  percent  off  of  the  average 
is  normal  I  doubt,  because  we  do  have  different  conditions  today. 
We  have  got  different  attitudes  by  the  lenders,  which  I  think  has 
strengthened  the  banking  system.  We  have  got  different  attitudes 
by  the  borrowers,  which  I  think  has  strengthened  their  system. 
They  are  a  little  more  adverse  to  leverage  now  than  they  used  to 
be. 

We  have  got  a  very  slow  economy  that  is  making  people  not  want 
to  borrow  at  this  time.  But  taking  all  of  that  aside,  I  would  still 
say  it  is  very  telling  that  instead  of  being  up  nine,  we  are  down 
nearly  one.  So  something  in  these  regs  or  something  in  these  laws 
is  having  a  distinct  effect. 

I  have  used  the  figure  of  $86  billion.  That  was  just  based  on  my 
own  bank.  We  are  running  about  $50  million  in  loans.  I  am  a  $100 
million  bank.  As  Dick  said,  I  have  got  money  in  daily  funds  that 
is  going  out  at  a  little  over  2  percent.  I  don't  want  it  in  there.  All 
of  my  bonds  are  kept  short  because  I  can't  afford  an  interest  rate 
risk. 

I  need  to  lend  this  money.  I  need  to  lend  it.  I  also  need  to  get 
it  back.  I  think  I  can  lend  it  and  get  it  back  if  I  wasn't  just  totally 
hamstrung  by  this. 

That  would  be  to  increase  my  lending  by  4  percent,  which  would 
be  across  the  board  if  everybody  did  that,  $86  oillion.  It  would  only 
be  a  $2  million  increase  in  loans  for  me.  And  that  is  absolutely  do- 
able in  my  case  if  it  were  not  for  FDICIA  and  some  of  these  other 
laws,  and  if  the  apparent  attitude  wasn't  that  we  wanted  to  take 
the  risk  out  of  the  system.  Bank  after  bank  after  bank  is  telling 
me,  I  have  iust  been  examined  and  they  don't  want  me  to  lend,  or, 
I  have  just  been  examined  and  my  board  was  threatened  with  civil 
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money  penalties  if  we  ever  make  a  mistake,  or  I  have  been  exam- 
ined and  they  want  to  take  the  risk  out  of  the  system  here.  How 
am  I  going  to  make  a  living?  So  it  is  a  sizable  number. 

Ms.  Margolies-Mezvinsky.  Which  groups  seem  to  be  hit  hardest 
by  this?  Is  it  the  developers? 

Mr.  Brandon.  Which  groups?  That  is  the  one  thing  that  worries 
us  about  the  drive  of  the  GAO,  and  that  is  to  have  ratios,  and  to 
clone  everybody  so  that  they  all  fit.  Every  part  of  the  country  is  dif- 
ferent, every  community  is  different,  and  each  has  different  needs. 

In  the  builders,  we  are  working  and  trying  to  talk  to  the  Na- 
tional Association  of  Homebuilders  and  trying  to  find  the  real 
world  again  of  what  makes  sense  out  there.  But  I  would  say  that 
it  is  the  lenders,  the  borrowers  and  the  lenders  that  can't  get  to- 
gether on  this  old  judgment  basis  of,  I  understand  your  business, 
I  understand  the  value  of  my  collateral,  I  understand  your  cash 
flow,  I  understand  my  risk,  and  I  am  going  to  do  this  thing  and, 
by  gosh,  you  better  pay  me  back.  That  is  the  old  way  you  used  to 
do  it. 

Now,  by  the  time  you  comply  with  all  of  this  and  all  of  this 
[pointing  to  regulation  manuals],  a  lot  of  loans  you  have  just 
missed.  A  man  comes  in  and  says,  I  have  got  a  chance  to  pick  up 
some  inventory,  I  need  to  move.  By  the  time  I  get  my  appraisal, 
and  your  appraisers  here  might  disagree  with  me,  he  has  missed 
that  opportunity. 

We  talked  about  how  many  loans  under  $50,000,  where  we  took 
a  guy's  house  or  business,  and  it  was  real  estate,  have  we  lost 
money  on  it?  We  couldn't  think  of  one  in  20  years.  We  know  what 
that  property  is  worth,  we  know  what  it  is  worth  at  $100,000.  I 
may  not  know  what  it  is  worth  at  a  million,  and  I  am  willing  to 
say,  "Somebody  come  help  me,"  and  baby,  I  want  them  to  do  it,  but 
at  $50,000,  good  grief,  that  man  just  lost  his  opportunity  to  make 
a  living,  hire  another  person.  It  was  all  over  some  rule. 

Mr.  Lauffer.  The  other  thing  is  the  slowness  of  the  system.  If 
you  get  out  into  the  rural  areas  and  even  outside  the  major  cities, 
the  amount  of  refinancing  on  mortgages  that  has  been  done  in  the 
last  couple  of  years  we  all  know,  and  appraisers  are  3  months  be- 
hind, in  some  cases,  2  months  behind,  and  you  miss  opportunities 
for  loans  because  you  can't  get  the  appraisal  done,  because  there 
are  fewer  appraisers  that  are  certified  now,  and  you  have  a  quirk 
in  the  market  where  there  was  a  lot  of  refinancing,  so  there  is  a 
lot  of  different  things  that  are  hitting. 

Another  thing  I  would  like  to  add  while  it  is  still  in  my  mind  is 
this  losing  business  to  competition.  I  mean,  there  are  so  many  peo- 
ple eating  the  banks'  lunch.  Money  market  funds,  the  money  comes 
out  of  small  communities  into  money  market  funds.  They  don't 
have  to  comply  with  CRA,  or  Truth  in  Lending. 

Now  can  you  buy  shares  in  a  mutual  fund,  Mr.  Breeden  is  mak- 
ing it  easy,  clip  it  out  of  the  paper  and  send  in  some  money  and 
buy  a  mutual  fund.  All  these  people,  the  finance  companies,  as  Mr. 
Thomas  mentioned,  and  none  of  them  are  under  the  strain  of  those 
books,  and  none  of  them  have  the  cost  of  dealing  with  the  strain 
of  those  books.  So  there  are  a  whole  bunch  of  things  that  are  in 
there. 
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Talking  about  the  question  of  what  industries  are  affected,  I 
mean,  I  think  I  can  tell  you  some  that  we  feel  that  we  can't  lend 
to:  Gas  stations,  print  shops,  and  dry  cleaners.  And  I  think  a  lot 
of  other  people  are  taking  that  same  position.  So  those  are  defi- 
nitely going  to  hurt  until  something  is  done  with  the  environmental 
liability  laws. 

So  you  can  pick  out  the  segments  that  hurt  from  the  economy 
and  you  can  pick  out  the  segments  that  hurt  from  the  laws  that 
are  on  the  books. 

Mr.  Thomas.  I  would  say  real  estate  developers,  particularly  who 
take  market  risks,  would  be  the  ones  who  are  most  seriously  af- 
fected if  you  were  going  to  generalize.  Bevond  that,  I  think  it  is  any 
small  entrepreneurial  business  with  a  relatively  brief  history  which 
is  growing  rapidly  and  probably  has  its  ratios  a  little  out  of  line, 
that  is  the  traditional  success  story  in  the  United  States. 

It  is  ironic  that  those  are  exactlv  the  kind  of  borrowers  we  can't 
do  business  with  today.  They  don  t  have  the  earnings  history,  the 
hard  collateral,  the  audit  statements.  And  handshakes  or  verbal 
agreements  do  not  do  it  anymore,  because  they  are  not  accepted  by 
the  regulators. 

Mr.  Brandon.  If  I  could  add  one  thing  on  appraisals,  good  ap- 
praisals are  a  valuable  tool.  Thev  are  needed.  How  you  get  that 
good  appraisal  is  maybe  up  for  debate  with  different  people.  But 
you  need  a  good  appraisal.  But  sometimes  I  am  afraid  that  we  look 
at  things  like,  if  we  had  appraisals,  these  loans  wouldn't  be  bad. 

The  appraisal  itself  is  part  of  the  process.  The  appraisal  is  not 
the  solution.  The  solution  still  is  putting  all  of  this  information  to- 
gether and  making  it  work.  And  a  good  appraisal  is  necessary. 

But  it  is  not  an  answer.  It  is  not  a  silver  bullet.  If  you  have  got 
all  good  appraisals,  you  don't  have  problems  anymore.  It  is  just  one 
part  of  a  very  complicated  process.  Sometimes  I  think  we  tend  to 
say,  let's  solve  this  problem,  and  we  grab  something.  And  I  would 
say  appraisals  would  come  pretty  close  to  fitting  that  category. 

Ms.  Margolies-Mezvinsky.  How  many  of  your  loans  are  now 
considered  risky  as  opposed  to  before  the  regs? 

Mr.  Brandon.  Well,  if  you  are  asking  what  would  be  classified 
as  substandard,  substandard  is  a  loan  that  they  don't  think  is  oper- 
ating as  it  should  operate.  It  can  be  put  in  a  lot  of  classifications. 
We  are  probably  running  40  percent  of  our  capital  in  that  basis, 
and  that  is  about  all  vou  can  run.  If  you  run  any  more  than  that, 
then  they  start  to  talk  about  letters  of  agreement  and  all  sorts  of 
different  things. 

Ms.  MARGOLiES-MEZvn^SKY.  Are  you  just  loaning  to  fewer  peo- 
ple? 

Mr.  Brandon.  When  you  are  pushed  to  that  point,  you  loan  to 
fewer  people.  I  would  like  to  be  at  $63  million  in  loans.  That  is  an- 
other $13  million  in  loans. 

I  told  my  loan  department  after  my  last  interview  with  the  ex- 
aminers, don't  make  a  mistake  for  a  year.  Now,  you  can  guess  how 
many  loans  I  have  made  in  the  last  year.  But  the  examiners  just 
lefl  me  with  the  impression,  you  had  best  not  let  this  figure  get 
any  higher  or  I'm  going  to  jump  all  over  your  board.  That  had  a 
distinct  chilling  effect  on  our  lending. 
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Ms.  Margolies-Mezvinsky.  Would  it  be  the  same  for  you  two 
gentlemen? 

Mr,  Lauffer.  Yes,  it  is.  We  had  a  customer  that  owned  a  small 
motel  outside  of  Seven  Springs,  which  is  a  resort  area  about  50 
miles  from  our  bank,  and  they  came  to  us,  they  live  locally  but  they 
have  a  motel  up  there  and  do  very  well.  They  wanted  to  pick  up 
a  motel  in  Ligonier,  PA,  and  it  was  from  the  RTC,  and  they  were 
getting  a  real  steal,  as  we  know,  something  like  25  percent  of  value 
or  40  percent  of  value. 

We  ran  it  through  SBA  and  got  approval.  The  examiners  come 
in  and  our  cash  flows,  they  almost  had  enough  cash  flow  to  pay  the 
loan  out  of  the  present  motel,  but  they  had  to  project  some  cash 
flow  from  the  second  one.  This  motel  had  been  closed  for  like  IV2 
or  2  years.  They  had  to  project  some  cash  flow,  not  much,  out  of 
the  new  motel,  which  is  actually  bigger  than  the  one  they  already 
had.  And  the  examiners  wanted  to  classify  the  loan.  And  I  s£iid: 
Give  me  a  break.  It  is  SBA,  it  is  85  percent  guaranteed,  £ind  the 
examiners  said,  **Well,  we  don't  know  if  these  pro  formas  are  going 
to  work  out." 

Well,  you  know,  they  almost  have  enough  cash  flow  in  the  busi- 
ness they  are  doing  now  to  handle  the  debt.  All  they  have  got  to 
do  is  put  three  or  four  people  in  there  a  night  and  they  are  going 
to  be  able  to  do  it.  But  that  is  the  thinking. 

And  you  can't  blame  it  on  these  young  examiners  because  they 
have  got  to  cover  themselves.  But  it  has  to  come  from  the  top 
down.  And  I  don't  think  this  countn^  lost  any  money  because  of  this 
appraisal  exemption  of  $100,000.  Vou  would  have  to  make  millions 
in  loans  at  $100,000  each  to  cause  maior  losses.  The  S&L  mess  was 
created  in  the  millions,  the  appraisals  in  the  millions,  not  in  the 
$100,000  category.  You  would  have  to  make  so  many  loans  to  sink 
that  many  ships  in  that  category,  it  would  be  unreasonable  to  fear 
it. 

So  that  is  just  one  experience  we  have  had  lately. 

Mr.  Thomas.  I  think  as  an  industry  the  loan  quality  of  the  indus- 
try has  improved  rather  dramatically  over  the  past  year  or  two.  I 
think  the  records  suggest  that. 

In  our  own  experience,  we  have  Hkewise  had  very  dramatic  im- 
provement, in  part  because  we  have  sold  a  lot  of  lower  performing 
assets.  But  the  fact  is  the  incentive  to  be  highly  capitalized  and  to 
have  a  good  rating  by  your  regulator  are  so  great  today  that  there 
is  just  not  much  incentive,  together  with  all  the  other  obstacles  you 
have  to  go  through  to  make  loans  at  the  margin,  for  making  tnat 
risk-oriented  loan  you  might  have  made  10  years  ago.  So  that  is 
the  basic  difference  that  has  happened  in  the  industry. 

Ms.  Margolies-Mezvinsky.  Thank  you.  And  thank  you  for  put- 
ting a  hum£in  face  on  this  for  us.  It  helped  me  a  lot. 

Mr.  Spratt.  To  summarize  what  you  have  all  said,  I  think  what 
you  are  telling  us  is  that  what  the  President  has  done  is  a  good 
first  step,  but  it  is  just  that.  It  doesn't  go  nearly  far  enough.  The 
regulators  themselves  can  still  do  more  without  any  change  in  the 
law,  but  we  should  follow  suit  ourselves  and  change  the  law  so  that 
still  more  relief  can  be  provided. 

But  there  is  a  lot  of  relief  being  sought  that  seems  to  me  to  be 
merited  in  general  but  not  necessarily  related  to  lending.  A  lot  of 
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relief  in  the  Bereuter  bill  and  the  Shelby  bill  doesn't  have  a  lot  to 
do  with  the  flow  of  loans  to  customers,  small  and  medium-sized 
businesses,  individuals,  residential  loans  and  things  like  that. 

This  hearing  is  focused  on  what  do  we  do  to  loosen  up  the  flow 
of  credit  and  get  credit  moving,  particularly  to  small  business,  but 
also  to  all  of  America  again.  Help  us  pinpoint  what  provisions  in 
the  law  specifically,  what  sort  of  regulatory  relief  we  are  talking 
about. 

Mr.  Lauffer,  you  have  got  a  list  of  the  things  that  you  did  in  your 
audit  of  compliance  cost.  It  is  a  helpful  list.  It  is  in  your  testimony. 
The  findings,  I  don't  know  what  page  it  is 

Mr.  Lauffer.  Grant  Thornton  did  a  study,  I  think  it  is  in  the 
study,  the  short  version.  Of  course,  we  have  the  longer  version,  but 
again,  I  don't  know  that  there  is  one  thing. 

In  a  small  bank,  you  have  got  people  wearing  different  hats.  So 
although  you  say  this  is  not  going  to  help  credit,  how  is  that  going 
to  help  credit,  well,  if  I  have  got  an  officer  over  here  trying  to  fig- 
ure out  how  to  deal  with  Truth  in  Savings  and  he  has  got  to  spend 
2  or  3  days  on  it,  and  he  also  has  some  lending  authority,  or  it 
bounced  down,  so  in  a  small  shop,  any  of  these  things  take  away 
from  the  whole. 

So  it  might  not  look  like  it  is  coming  out  of  the  credit  pocket,  but 
you  have  got  to  put  people  to  it. 

Mr.  Spratt.  I  understand.  But  generally  speaking,  these  rules 
get  routinized  and  internalized.  Truth  in  Lending  is  a  perfect  ex- 
ample. You  have  got  that  at  the  top  of  your  list  that  required  6,829 
hours,  cost  $584  million.  But  in  trutn,  are  we  going  to  change 
Truth  in  Lending? 

Mr.  Lauffer.  I  doubt  it,  but,  you  know,  no  one  reads  it.  And  we 
probably  won't  change  it,  because  that  is  a  consumer  issue  that 
was  there.  I  am  afraid  what  is  going  to  happen  is  that  Truth  in 
Savings  is  going  to  be  the  same  thing.  The  people  you  were  getting 
at,  and  that  goes  back  to  1979  or  whenever  Truth  in  Lending  en- 
tered in,  weren't  really  bankers,  but  other  people.  And  those  other 
people  are  still  out  there  making  loans,  violating  Truth  in  Lending. 
The  car  dealers  violate  it  basically  every  day.  We  have  got  competi- 
tors out  there  eating  our  lunch,  violating  the  law. 

So  no,  we  are  not  going  to  repeal  Truth  in  Lending,  but  if  we 
could  stop  Truth  in  Savings,  that  might  be  a  help. 

Mr.  Spratt.  Well,  let's  take  Truth  in  Lending.  Hasn't  it  generally 
been  routinized?  In  1982,  even  then  we  had  a  Burrou^jhs  machine, 
we  keyed  in  the  principal  amount,  we  keyed  in  the  interest  rate, 
the  finance  charges,  and  it  printed  the  Truth  in  Lending  statement 
for  us.  I  know  it  is  more  difficult  today  with  variable  rate  mort- 
gages. Those  things  have  become  monsters,  but 

Mr.  Brandon.  Truth  in  Lending  today.  Congressman,  somebody 
put  the  formula  on  a  blackboard,  and  it  started  at  about — well,  let's 
just  start  down  here.  It  took  up  about  6  feet  of  that  wall,  by  about 
4  feet,  just  the  formulas  that  you  would  have  to  use,  which  a  bank 
my  size  can't  do,  so  I  have  got  to  go  out  and  buy  a  software  pro- 
gpram  to  nm  that  kind  of  thing. 

Then  we  ran  that  Truth  in  Lending  for  the  last  15  years,  and 
came  up  with  the  method  we  were  using  versus  this  very  com- 
plicated method  of  calculus,  which  is  so  sophisticated  that  I  don't 
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know  if  anybody  in  here  could  understand  the  logic  behind  it,  and 
it  was  8  basis  points  over  that  entire  period  of  time.  So  everybody 
now  is  having  to  run  against  that  thing,  and  that  leaves  you,  once 
again,  the  litigious  nature,  that  leaves  you  with  the  possibility  of 
being  fined 

Mr.  Spratt.  Or  being  sued. 

Mr.  Brandon.  If  it  doesn't  work  out,  I  am  not  saying  nothing 
good  came  out  of  Truth  in  Lending,  I  am  just  saying  not  much  good 
came  out  of  it.  But  tJie  little  old  ladies  in  my  town  at  the  bridge 
club  like  to  sit  around  and  say,  I  am  going  to  go  down  to  the  bank 
today  and  beat  them  out  of  8  [basis  points].  We  talk  for  20  minutes 
and  I  say,  OK,  you  can  have  your  8.  They  leave,  go  back  to  the 
bridge  players  and  say,  I  beat  that  bank  out  of  8.  Next  time  I  will 
say  their  Congressman  kept  me  from  doing  that,  and  ask  them  to 
write  you.  It  is  just  not  the  kind  of  law  that  is  doing  any  good. 

Back  on  to  your  original  question,  somewhere  along  the  line,  if 
you  want  to  help  lending,  I  think  we  have  got  one  basic  thing.  The 
attitude  of  this  committee  is  just  really  encouraging  to  me. 

No.  1,  you  may  not  agree  with  everything  we  have  said,  but  you 
have  been  courteous,  you  have  listened.  No.  2,  you  have  shown 
great  interest  and  understanding.  But  No.  3,  your  attitude  has 
been,  I  want  to  do  what  is  right.  And  at  least  Congressman  Bereu- 
ter's  and  Congressman  Bacchus'  bill  will  get  the  focus  on  what  do 
we  really  want  to  do  as  the  Congress  of  the  United  States. 

It  comes  back  to  Jim's  point:  If  you  wEint  to  do  something  about 
lending,  do  something  about  the  regulators.  We  have  to  start  with 
the  Congpress  saying,  "We  know  and  understand  this  situation  and 
we  want  to  do  something  about  it,  and  we  want  what  is  right  to 
be  done."  Just  that  attitude  change  will  make  a  tremendous 
amoimt  of  difference. 

That  is  a  law  that  doesn't  take  care  of  everything  we  would  like 
to  do.  But  it  is  a  really  good  start  in  our  mind.  From  that  point, 
let's  just  see  where  we  can  go,  because  we  need  to  find,  once  again, 
what  makes  sense. 

Mr.  Lauffer.  On  the  Truth  in  Lending  and  our  study,  I  don't 
think  we  were  intending  to  say  we  want  all  those  repealed.  We 
could  live  with  what  is  there,  just  so  you  know  what  the  cost  is, 
but  don't  give  us  anymore.  These  were  pre-FDICIA. 

Mr.  Spratt.  I  would  say  to  you,  what  Truth  in  Lending  did  was 
break  the  code.  In  the  1960's  and  1970's,  banks  were  lending  some 
times  to  get  around  the  usury  laws,  they  were  using  add-on  inter- 
est, rebating  early  paid-off  loans.  People  didn't  know  what  interest 
rates  they  were  paying.  They  couldn't  compare  from  lender  to  lend- 
er. And  Truth  in  Lending  did  help  make  borrowers,  consumers, 
allow  them  to  make  more  prudent  choices  among  their  various  op- 
tions. It  did  help.  It  helped  lenders  too. 

We  finally  got  rid  of  the  usury  laws  in  most  States  and  now  most 
banks  don't  make  those  loans  anymore.  You  have  got  a  simple 
APR,  you  know  what  it  is,  you  can  compare  it  from  institution  to 
institution. 

I  know  when  you  get  into  variable  rate  interest,  that  TIL  looks 
like  a  monster,  but  there  ought  to  be  some  way  to  simplify  it  with 
some  language. 
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What  I  am  trying  to  say  is,  and  I  appreciate  your  comment,  one 
of  the  reasons  we  have  allowed  the  questions  to  go  on  without  any 
limitation  on  time  is  that  I  think  it  is  really  helpful  to  have  a  hear- 
ing like  this  where  for  once  we  don't  have  these  time  restraints. 
You  share  these  anecdotes  with  us  over  and  over  again,  and  we 
begin  to  see  the  light. 

But  the  end  object  of  this  is  not  to  be  courteous  and  just  have 
a  good  feeling  when  we  leave  here,  but  to  come  up  with  some  re- 
sults, some  things  we  can  really  do. 

What  you  are  saying  about  the  Bereuter-Shelby  bill  is  that  it  is 
probably  an  attitudinal  change.  The  devil  is  not  so  much  in  the  de- 
tail as  it  is  in  the  overall  atmosphere.  It  is  not  so  much  in  the  black 
letter  regs  as  in  the  atmosphere  that  gave  rise  to  those  regs  and 
permeates  the  examination  process  right  now. 

Is  the  President's  message  and  the  Comptroller's  message  likely 
to  get  transmitted  out  to  the  field?  Do  they  know  what  a  character 
loan  is  just  because  the  White  House  has  announced  it?  Do  they 
know  how  to  tell  when  a  mortgage  is  truly  supplemental  to  a  busi- 
ness loan,  extra  collateral,  or  when  it  is  fundamentally  part  of  it? 
Are  the  examiners  going  to  understand  what  their  supervisors  have 
formulated  here  in  Washington  and  translate  it  to  you  fellows  in 
the  field? 

Mr.  Lauffer.  Mr.  Chairman,  the  examining  force,  the  age  level 
of  the  in-field  examining  force  now  is  quite  low.  Right  out  of  col- 
lege, that  type  of  thing.  And  they  are  going  to  go  by  the  book.  They 
have  no  previous  experience  to  relate  to. 

So  I  would  say  in  a  majority  of  the  cases,  the  character  loan 
would  be  something  strange  to  them,  because  they  wouldn't  hear 
that  in  their  training.  And  maybe  that  is  a  problem,  too.  There  is 
a  generation  gap  between  CEO's  and  examiners.  And  if  you  put  all 
these  books  in  examiner's  hands  and  they  back  into  a  55-year-old 
CEO  and  they  are  27,  they  want  to  do  the  right  thing,  they  want 
to  improve  their  career 

Mr.  Spratt.  Each  of  you  took  some  experience,  some  anecdotes, 
loans  that  all  of  us  would  be  willing  to  make  and  would  not  fault 
you  for  once  we  heard  your  explanation  for  them,  and  I  remember 
the  examination  process.  You  had  an  exit  conference.  Really  you 
had  conferences  with  examiners  continually  as  they  looked  through 
your  loan  portfolio. 

Are  they  not  listening  anymore  when  you  sit  down  and  talk  to 
them  about  the  suburban  loan  that  has  full  coverage  on  the  debt 
service?  Do  they  listen? 

Mr.  Lauffer.  You  went  out  of  banking  in  1981.  I  would  say 
there  is  a  substantial  difference  from  what  the  examiners  do  and 
how  they  handle  themselves  and  what  the  process  was  from  1982 
until  now. 

Mr.  Thomas.  They  would  listen  courteously,  for  the  most  part, 
but  if  the  loan  doesn't  comply  with  the  formula,  why,  that  is  the 
end  of  it.  They  will  not  overrule  the  guidelines. 

Mr.  Spratt.  Is  there  any  appeal,  realistically?  Is  it  not  worth  the 
effort? 

Mr.  Thomas.  I  don't  think  there  is  an  effective  appeal  process  in 
place  today. 
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Mr.  Spratt.  Does  the  Bereuter-Shelby  bill  provide  you  with  what 
you  think  is  an  adequate  appeal?  That  is  a  secondary  solution.  You 
would  rather  not  have  the  problem  in  the  first  place. 

Mr.  Thomas.  I  don't  recall  whether  it  does  or  not.  But  I  think 
it  is  still  within  the  agency.  I  would  submit  an  appeal  process  with- 
in the  relevant  agency  is  not  an  effective  appeal  process.  I  think 
it  has  to  go  outside. 

Mr.  Spratt.  If  you  have  some  kind  of  appellate  process  that  is 
real,  it  would  be  didactic  for  the  examiners,  they  would  learn  if  the 
supervisors  agreed  with  you  that  this  loan  is  OK,  don't  waste  your 
time  pursuing  people  like  this. 

Mr.  Thomas.  To  your  fundamental  question,  I  think  the  Presi- 
dent's initiative  is  a  positive  thing.  His  involvement  is  helpful.  But 
I  think  the  results  can  only  be  limited  until  we  get  a  new  signal 
from  the  Congress.  The  point  was  made  earlier  tnat  the  last  two 
signals  we  have  had  from  the  Congress  have  been  FDICIA  and 
then  the  execution  of  Mr.  Clark  be^re  the  committee.  And  those 
have  left  a  searing  imprint  in  the  minds  of  the  regulators. 

Until  we  get  a  comparable  signal  from  the  Congress  in  the  form 
of  some  repeal  of  this  excess,  I  think  that  we  are  going  to  have  very 
limited  success  in  driving  the  President's  desires  down  through  the 
field  for  us. 

Mr.  Brandon.  I  would  agree  with  what  they  said,  Mr.  Chairman. 
I  would  say  this.  H.R.  962  is  a  start.  If  this  group  were  to  rec- 
ommend we  do  more,  I  am  all  for  you.  We  have  got  a  long  way  to 
go  to  get  back  to  where  we  were.  It  is  a  long  way  fi*om  where  we 
were  in  1982,  and  maybe  it  should  be.  But  it  is  clearly  counter- 
productive now  to  the  economy. 

Mr.  Spratt.  Looking  for  simple  solutions  that  are  ready  at  hand, 
isn't  one  of  the  quicker  wholesale  solutions  simply  to  provide  for  a 
pretty  significant  dispensation  fi*om  some  of  the  more  burdensome 
rules  and  examination  procedures  for  those  banks  that  clearly  have 
capital  ratios  that  give  them  a  margin  of  error,  a  cushion  to  fall 
back  on?  If  so,  what  sort  of  capital  should  entitle  you  to  that  dis- 
pensation? 

Mr.  Brandon.  That  is  a  good  thought.  Conceptually  that  is  good. 
It  is  not  a  thought  that  I  am  prepared  to  discuss  at  length,  because 
we  haven't  studied  it.  If  I  gave  you  an  answer,  it  would  be  from 
the  seat  of  my  pants.  That  is  just  not  a  good  place  to  get  an  answer 
from. 

But  this  type  of  thinking  is  what  we  are  hoping  that  the  Con- 
gress will  do,  that  they  will  get  involved,  they  will  take  their  shirts 
off,  they  will  roll  the  sleeves  up  and  say,  where  does  it  make  sense 
again  and  where  is  the  logic.  I  applaud  you  for  that  direction,  and 
would  encourage  you  to  keep  right  on  going  on  it. 

Mr.  Thomas.  I  think  it  is  a  constructive  idea.  The  Reserve  City 
Bankers  Association  is  all  in  favor  of  an  incentive-oriented  regu- 
latory system.  If  you  do  run  a  sound  bank,  have  a  well-capitalized 
institution,  you  should  have  more  flexibility  to  do  things  than  if 
you  were  in  some  kind  of  trouble  and  had  thin  capital. 

The  6-percent  level  is  considered  to  be  well  capitalized  today,  and 
I  would  think  that  is  a  logical  break  point.  It  is  a  break  point  for 
deposit  insurance  premiums,  for  example.  And  I  think  it  could  be 
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a  positive  step  to  give  banks  above  that  level,  provided  everything 
else  is  in  order,  some  additional  flexibility  to  do  things. 

Mr.  Spratt.  Let's  say  there  was  a  rule  that  if  bank  X  had  a 
record  of  nonperforming  loans  of  a  certain  low  percentage  for  a  cer- 
tain minimum  period  of  time,  say  5  years,  then  it  is  presumed  that 
the  loan  officers  in  this  bank  know  whether  or  not  these  suburban 
offices  are  going  to  carry  the  debt  service  or  not  better  than  the 
bank  examiners  would  be  able  to  discern  themselves. 

Mr.  Thomas.  Right.  Exactly.  The  experience  of  a  bank  audit 
needs  to  be  a  factor  in  these  judgments.  I  would  say,  however,  this 
is  only  part  of  the  solution,  because,  although  I  think  it  is  positive, 
if  you  make  achievement  of  certain  targets  very  important  in  order 
to  be  able  to  do  things  or  to  have  dispensation,  if  we  are  not  careful 
that  in  itself  limits  the  appetite  for  new  loans,  because  the  best 
way  in  most  organizations  to  get  4  to  6  capital  is  to  hold  the  loan 
portfolio  steady  or  even  reduce  it.  So  we  could  end  up  with  a  coun- 
terproductive exercise  if  we  are  not  careful. 

Mr.  Lauffer.  Loans  that  require  100-percent  capital  in  a  risk- 
weighted  situation,  you  are  going  to  stay  away  from,  if  you  are  on 
the  border  of  the  capital  ratios. 

But  I  think  we  would  agree  as  an  association  that  that  could  be 
a  way  to  go,  but  there  are  some  things  that  would  need  to  be 
worked  out  there. 

Mr.  Spratt.  Let  me  ask  you  a  question,  Mr.  Lauffer,  about  the 
Independent  Bankers'  position  about  another  GSE  to  be  a  second- 
ary market  for  small  business  loans.  It  seems  to  me  that  over  the 
last  25  years,  the  one  development  that  has  facilitated  the  flow  of 
credit  in  this  country,  and  generally  for  banks  to  improve  liquidity, 
is  the  development  of  secondary  markets  particularly  for  real  es- 
tate mortgage  lending. 

It  would  seem  to  me  that  to  facilitate  the  securitization  of  small 
business  loans,  a  GSE  for  that  specific  purpose  would  also  help  the 
flow  of  credit  to  small  businesses. 

Mr.  Lauffer.  It  would  just  depend  on  how  it  would  be  done.  The 
SBA  really  doesn't  compete  with  us.  The  Farm  Credit,  and  I  am 
not  an  authority  on  the  Farm  Credit  System,  but  some  of  the  other 
GSE's,  they  compete  with  the  people  who  are  out  there.  We  think 
it  could  be  done,  the  vehicles  are  there  without  forming  a  new  one. 

But  again,  small  business  loans,  the  $6,000,  $9,000,  $5,000,  to 
the  small  main  street  guy,  $20,000,  are  not  going  to  fit  cookie  cut- 
ter into  securitization.  It  is  not  going  to  work.  Homes  work,  cars 
work,  credit  cards  work  because  there  is  no  collateral. 

Mr.  Spratt.  So  you  sell  them  to  specialized  buyers,  like  insur- 
ance companies,  not  necessarily  on  the  open  market,  but  you  have 
placements  of  those  packages  of  loans  to  people  who  know  what 
they  are  buying? 

Mr.  Lauffer.  I  think  we  have  to  do  it  on  a  case-to-case  basis, 
a  loan-to-loan  basis. 

Mr.  Thomas.  It  would  be  very  hard  to  evaluate  a  basket  of  cred- 
its like  that  because  most  of  these  other  assets  that  have  been 
securitized,  they  are  very  homogeneous  assets,  they  conform  to  cer- 
tain criteria,  and  the  buver  generally  knows  what  he  is  getting. 
With  the  small  business  loan,  I  think  it  is  quite  a  different  thing. 
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I  think  it  should  be  explored,  but  I  would  go  back  to  the  point 
I  made  earlier.  There  is  no  lack  of  money  out  there  today.  It  is  just 
a  question  of  who  is  going  to  take  the  additional  risk,  and  what  are 
the  incentives  going  to  be  to  take  the  additional  risk.  Somebody  has 
got  to  pay  that  price.  If  there  is  a  desire  to  make  credit  available 
to  borrowers  who  aren't  quite  creditworthy,  then  I  think  there  are 
some  existing  mechanisms  that  could  be  used  other  than  the  sec- 
ondary loan  market, 

Mr.  Brandon.  The  secondary  loan  market  could  be  helpful  if  you 
were  able  to  extend  the  lengfth  of  time  that  loan  could  be  made  and 
sell  that,  and  all  of  the  banks  would  be  willing  and  supportive,  I 
think,  of  helping  the  small  business  any  way  you  can  help  them. 

The  concern  I  have,  though,  is  the  concern  brought  up  by  Dick 
Thomas.  This  type  of  loan  is  difficult  to  sell  on  the  secondary  mar- 
ket. I  don't  want  to  take  appraisals  and  say,  if  you  have  got  good 
appraisals,  that  solves  the  loan  creditworthiness  problem.  I  don't 
think  it  does.  It  is  one  step. 

I  wouldn't  want  us  to  say,  we  are  going  to  help  small  business, 
and  what  we  need  to  do  is  create  a  secondary  market  and  that  will 
do  it.  I  think  it  would  help  in  some  ways,  it  would  not  help  in  other 
ways,  but  in  general  I  think  it  needs  an  awful  lot  of  study  to  see 
where  this  thing  would  come  down  as  to  whether  or  not  that  was 
really  much  of  a  solution. 

Mr.  Spratt.  Thank  you  very  much. 

Mr.  Shays  has  some  questions. 

Mr.  Shays.  Thank  you.  Mr.  Chairman. 

I  do  want  to  just  make  a  few  comments.  I  missed  your  state- 
ments, I  am  sorry,  I  flew  in  this  morning.  But  I  wanted  to  say  a 
few  things. 

One,  my  predecessor,  Stewart  McKinney,  voted  against  the  tax 
law  of  1986  because  he  said  it  would  sink  the  real  estate  market, 
banks  would  follow,  and  the  economy  would  follow  after  that.  And 
I  think  he  was  right.  Although  we  aid  need  to  make  some  signifi- 
cant changes,  bringing  the  margin  rates  down  and  eliminating 
some  of  the  write  offs. 

It  has  always  amazed  me  that  in  order  for  banks  to  make  money 
they  have  to  loan  money.  I  am  struck  by  the  fact  that  in  the  course 
of  building  up  reserves,  what  they  had  to  do  was  they  had  to  call 
in  the  good  loans  to  pay  for  the  bad  loans. 

In  the  sense  that  I  know  a  number  of  banks  in  my  area,  I  come 
from  New  England,  and  as  far  as  I  am  concerned  the  credit  crunch 
has  been  the  most  destructive  thing  to  our  economy.  I  believe 
President  Clinton  can  do  more  to  help  the  economy  by  resolving  the 
credit  cnmch  than  he  can  by  the  stimulus  package  or  any  other 
program  he  wants  the  Government  to  do. 

But  Congressman  ZelifF  and  myself,  coming  from  New  England, 
these  stories  we  have  heard  for  3  years  or  4  years,  and  we  tried 
to  convince  the  administration  that  there  needed  to  be  some  real 
courage  in  confronting  it.  The  challenge  for  Congress  was  the 
Keating  Five,  and  the  concern  that  whatever  we  did  would  be  made 
to  look  like  we  were  interfering  with  regulators  who  were  doing 
their  job. 

My  challenge  is  this,  and  I  think  it  is  a  challenge  to  most  Mem- 
bers of  Congpress.  If  banking  isn't  our  specialty,  it  is  a  very  confus- 
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ing  issue,  made  far  worse  by  what  we  have  done  in  the  past  few 
years.  So  we  have  the  GAO,  which  still  has  some  respect  although 
it  is  losing  respect,  and  the  chairman  of  the  House  Banking  Com- 
mittee advocating,  if  in  doubt,  more  regulation,  in  some  ways.  I 
may  not  be  doing  him  total  justice.  Then  you  have  others  in  the 
industry  who  were  in  past  years  part  of  the  problem  advocating 
that  we  have  less  regulation. 

It  is  just,  candidly,  that  the  bankers  have  no  credibility  because 
of  all  that  has  happened  in  the  past. 

What  is  your  suggestion  on  how  we  can  educate  the  public?  I 
don't  want  a  long  response,  but  is  it  just  a  matter  of  showing  the 
courage  and  making  tne  arguments?  Is  there  anything  we  could  do 
that  would  kind  of  cut  through  this? 

Mr.  Brandon.  Congressman  Shays,  you  have  hit  on  a  valuable 
point.  It  is  a  meanin^ul  point.  I  think  the  banking  industry  itself, 
the  ABA,  the  Reserve  City,  the  Independent  Bankers  Association, 
are  all  going  to  make  a  concerted  effort  ourselves  to  educate  our 
own  customers  and  the  public,  and  to  make  it  easier  for  you  to  do 
the  right  thing.  So  that  is  very  important,  that  the  banking  indus- 
try itself  is  going  to  try  to  be  out  front,  educating  the  public. 

In  addition  to  that,  we  are  talking  about  doing  things  to  help  the 
staff  of  the  Congress  learn.  We  would  make  our  resources  available 
to  teach  them  what  this  is  all  about  so  they  can  make  a  better  in- 
formed opinion  concerning  the  type  of  thing  that  needs  to  be  done. 
You  need  help  Arom  us  in  that  regard,  and  we  intend  to  give  it  to 
you. 

Mr.  Thomas.  Just  to  add  a  point  to  that,  in  my  view,  we  are  here 
today,  and  we  are  living  with  this  largely  because  of  the  S&L  deba- 
cle of  the  1980's,  and  the  root  cause  of  that  was  the  increase  in  de- 
posit insurance  coverage  to  $100,000  overnight,  after  many  years 
of  raising  it.  But  tiiat  is  history. 

The  fact  is  that  today,  not  a  single  dime  has  been  lost  by  the 

{public  in  protecting  the  banking  industry.  We  made  some  mistakes, 
areely  concentrated  in  the  real  estate  industry  during  the  1970's 
ana  1980's,  which  cost  a  lot  of  banks  dearly  and  caused  some  to 
fail.  But  die  insurance  fund  looks  like  it  is  going  to  get  healthy 
quickly.  All  that  has  come  from  insurance  premiums  levied  on  the 
banks.  So  we  have  not  been  a  cost  to  the  public  in  that  respect. 

I  think  if  that  conilision  could  be  cleared  up,  in  which  we  have 
a  major  part  to  play,  that  could  be  helpful,  because  I  think  there 
is  a  sense  out  there  that  in  the  public,  a  savings  and  loan  and  a 
bank  are  the  same  thing,  and  we  have  all  cost  the  taxpayer  a  lot 
of  money,  and  that  is  just  not  the  case. 

Mr.  lI\UFFER.  I  would  like  to  add  that  during  those  times,  bro- 
kered deposits  were  a  big  problem,  as  the  insurance  went  up. 

Mr.  Shays.  What  is  a  problem? 

Mr.  Lauffer.  The  brokered  deposit,  all  over  the  country,  for  high 
rates.  I  have  testified  before  other  subcommittees  that  the  S&L 
problem  was  a  much  bigger  problem  than  anybody  was  talking 
about.  I  had  a  competitor  who  was  a  statewide  institution,  the  larg- 
est S&L  in  Pennsylvania  that  finally  failed.  They  were  paying  at 
1.5  percent  over  the  market  for  local  money.  We  testified  to  this. 
Where  are  you  going  to  start  to  make  a  return?  They  had  to  send 
it  someplace  else. 
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And  I  think  that  is  where  the  community  banks  are  unique.  We 
can't  send  money  someplace  else,  and  we  shouldn't  send  money  to 
any  great  extent.  We  need  to  take  care  of  our  own  community. 

But  there  were  a  lot  of  warning  signs  here  that  I  think  just 
weren't  taken  seriously.  And  now  it  is  a  knee-jerk  reaction  on  us 
because  of  the  S&L  problem. 

Mr.  Shays.  And  because  there  wasn't  a  little  more  outspokenness 
on  those  who  saw  what  the  S&L's  were  doing,  even  in  the  Banking 
Committee.  The  sad  thing  is  elected  ofHcials  are  viewed  by  the  pub- 
lic, "Trust  me,  I  am  a  politician,"  kind  of  an  interesting  comment, 
but  the  same  thing  applies  to  your  profession.  You  literally  have 
no  respect  in  the  eyes  of  the  public.  And  I  make  the  point  to  you 
that  there  is  even  a  lack  of  understanding— of  appreciating  what 
it  means  to  the  public  when  we  talk  about  Uie  bail-out  of  the  indus- 
try. The  bail-out  was  from  the  depositors. 

I  am  from  Connecticut  and,  as  you  know,  we  had  tremendous 
failures — CBT  and  a  number  of  other  maior  banks.  I  had  people  in 
the  community  where  three  banks  failed,  outraged  that  the  Gov- 
ernment was,  you  know,  coming  to  the  aid  of  the  oanking  industry. 
They  didn't  realize  that  the  stockholders  lost  everything.  Those 
who  had  pensions  in  the  program,  if  it  was  an  extra  pension,  lost 
out.  I  asked  the  people  in  a  community  meeting,  how  many  of  you 
bank  at  CBT?  And  12  people  raised  tneir  hand.  I  said,  we  bailed 
you  out.  They  didn't  know  it. 

It  is  an  interesting  issue  and  I  hope  we  pursue  it. 

I  sincerely  thank  you  for  holding  these  hearings  because  there  is 
no  more  important  issue. 

Mr.  Spratt.  Thank  you,  Mr.  Shays. 

The  Bank  Enterprise  Act  allows  banks  to  reduce  their  insurance 
premiums  to  the  FDIC  if  they  make  loans  for  small  businesses  or 
if  they  make  loans  for  housing  in  depressed,  low-income  areas.  The 
law  also  requires  the  Congress  and  the  Grovemment  to  make  up  the 
difference  in  premiums,  and  last  year  Congress  provided  $1  million 
for  the  Enterprise  Act.  This  year  there  is  an  undifferentiated  sum 
of  $350  million  for  community  development  through  financial  insti- 
tutions. 

What  it  will  specifically  be  used  for  is  not  yet  decided.  If  the 
money  is  used  for  the  Enterprise  Act,  then  less  will  be  available 
for  the  administration's  new  community  development  banks. 

My  question  to  you  is,  as  bankers,  do  you  think  it  is  better  for 
the  money  to  be  used  for  new  community  development  banks  or  for 
further  funding  of  the  Bank  Enterprise  Act  to  encourage  you  to 
make  these  loans  to  small  businesses  and  housing  in  depressed 
areas? 

Mr.  Brandon.  I  think  the  testimony  that  has  been  given  all  over 
the  Congress  and  talking  to  bankers  all  over  the  country,  the  place 
is  to  put  the  incentive  in  the  banking  system,  give  the  incentive 
there  and  something  will  happen.  If  you  just  go  straight  to — if  you 
try  to  reinvent  the  wheel  from  scratoh,  you  are  going  to  spend  all 
the  money  inventing  a  system  and  not  have  anything  left. 

Mr.  Spratt.  Lenders'  overhead  and  evep^thing  that  goes  with  it? 

Mr.  Brandon.  Right.  Put  the  money  in  incentives. 

Mr.  Thomas.  I  would  agree  with  that. 

Mr.  Lauffer.  I  would  agree  with  that  too. 
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Mr.  Spratt.  We  appreciate  you  coming.  We  hope  to  reach  good 
results  based  on  the  recommendations  you  have  made.  Thank  you 
for  coming. 

Our  next  panel  is  the  appraisal  panel. 

We  appreciate  your  patience  in  waiting  for  your  turn  to  testify. 
The  panel  includes  Mr.  Robert  Hughes,  the  president  of  the  Na- 
tional Society  for  Real  Estate  Appraisers,  who  is  appearing  also  on 
behalf  of  the  American  Society  of  Appraisers,  the  International 
Right  of  Way  Association,  the  National  Association  of  Independent 
Fee  Appraisers,  and  National  Society  of  Real  Estate  Appraisers; 
Mr.  Charles  S.  Wood,  chairman,  (Jeorgia  Real  Estate  Appraisers 
Board  and  member  of  the  board  of  directors.  Association  of  Ap- 
praiser Regulatory  Officials;  Mr,  Richard  E.  Nichols,  vice  chairman 
of  the  board  of  trustees,  the  Appraisal  Foundation,  accompanied  by 
Mr.  Rich  LeGrand,  chairman  of  the  Appraisal  Standards  Board; 
and  Mr.  Bernard  J.  Fountain,  representing  the  Appraisal  Institute, 
accompanied  by  Mr.  Douglas  C.  Brown,  the  president-elect. 

We  are  going  to  have  to  move  some  chairs  up  here  but  I  think 
we  can  accommodate  all  of  you.  Those  who  are  to  testify  please  get 
close  to  a  microphone. 

Mr.  Fountain  and  Mr.  Hughes,  I  am  going  to  ask  you  to  testify 
first  because  you  both  represent  appraisal  organizations.  Then  we 
will  turn  to  the  appraisal  boards  and  the  regulatory  officials,  so  to 
speak,  and  let  them  testify  together. 

Each  of  you,  I  believe,  has  filed  testimony  that  has  been  pre- 
viously prepared.  We  will  as  a  matter  of  course  make  it  part  of  the 
record,  so  you  can  summarize  it,  and  I  would  encourage  you,  if  you 
would,  to  summarize  it.  I  am  not  trying  to  cut  you  short  by  any 
means,  but  we  do  want  to  move  on  with  tne  hearing. 

So,  Mr.  Hughes,  without  further  ado,  the  floor  is  yours. 

STATEMENT  OF  ROBERT  HUGHES,  JR.,  PRESIDENT,  NATIONAL 
SOCIETY  OF  REAL  ESTATE  APPRAISERS  ON  BEHALF  OF  THE 
COUNCIL  OF  APPRAISAL  AND  PROPERTY  PROFESSIONAL 
SOCIETIES  [CAPPS],  ACCOMPANIED  BY  PETER  VIDI,  NA- 
TIONAL SECRETARY,  NATIONAL  ASSOCIATION  OF  INDE- 
PENDENT FEE  APPRAISERS 

Mr.  Hughes.  Thank  you,  Mr.  Chairman,  and  members  of  the 
subcommittee. 

I  am  Robert  Hughes  and  I  am  the  president  of  the  National  Soci- 
ety of  Real  Estate  Appraisers.  I  am  appearing  this  morning  on  be- 
half of  the  Council  of  Appraisal  and  Property  Professional  Societies. 

CAPPS,  representing  more  than  25,000  appraisers,  was  estab- 
lished by  four  of  the  Nation's  leading  professional  appraisal  soci- 
eties in  1991  to  promote  public  policies  that  will  enhance  profes- 
sionalism and  integfrity  in  appraisal  practice.  The  founding  mem- 
bers of  CAPPS  and  their  representatives  who  are  accompanying  me 
today  at  today's  hearing  are:  The  American  Society  of  Appraisers, 
represented  by  Mr.  James  Job,  chairman  of  the  legislative  commit- 
tee; the  International  Right  of  Way  Association;  the  National  Asso- 
ciation of  Independent  Fee  Appraisers,  represented  by  Mr.  Peter 
Vidi,  Jr.,  the  national  secretary;  and  the  National  Society  of  Real 
Estate  Appraisers,  which  I  represent. 
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Together  with  the  Appraisal  Institute,  also  testifying  here  this 
morning,  our  representative  organizations  represent  a  significant 
majority  of  all  State  licensed  and  certified  appraisers  in  the  Nation. 

Mr.  Chairman,  before  testifying,  I  would  like  to  just  deviate  for 
a  moment  and  indicate  that  I  agree  with  much  of  what  the  pre- 
vious banker  witnesses  have  testified  to  this  morning  in  general 
about  the  need  for  regulatory  relief  I  also  would  like  to  say  that 
the  appraisal  problems  they  described  in  their  oral  testimony,  hav- 
ing to  nave  properties  reappraised,  the  requirement  for  additional 
collateral,  the  cost  of  maintaining  an  appraisal  review  function  in- 
side the  banks,  have  nothing  to  do,  in  our  opinion,  with  title  XI  of 
FIRREA  or  certification  and  licensing. 

Title  XI  does  not  require  reappraisals,  does  not  prevent  loans 
from  being  made  with  a  different  loan-to-value  ratio  than  is  nor- 
mally permitted,  does  not  require  banks  to  review  appraisals.  In 
fact,  certification  and  licensing  of  appraisers  is  a  reason  not  to  re- 
quire banks  to  have  to  formally  review  these  appraisals,  in  our 
opinion. 

Since  you  have  my  written  testimony,  I  will  try  to  summarize  as 
best  I  can  and  still  make  points  that  we  think  are  relevant  this 
morning. 

Almost  4  years  after  FIRREA  was  signed  into  law,  appraisal  re- 
form is  finally  a  reality  across  the  Nation.  Each  of  the  50  States 
has  a  fully  functional  appraisal  licensing  board  overseeing  the  work 
of  more  than  70,000  licensed  and  certified  appraisers. 

For  the  first  time  in  our  history,  taxpayers  and  consumers  are 
the  beneficiaries  of  a  self-supporting,  State-run  system  that  assures 
competency,  independence,  and  accountability  of  individuals  who 
value  properties  collectively  worth  hundreds  of  billions  of  dollars. 
As  a  consequence,  it  is  much  less  likely  that  appraisers  can  be 
pressured  by  lenders  to  overvalue  collateral  to  facilitate  unsafe 
lending  or  to  undervalue  collateral  in  support  of  redlining. 

For  residential  mortgage  lending  by  federally  insured  financial 
institutions,  the  administration's  proposed  relief  plan  is  tanta- 
mount to  repeal  of  title  XI.  Additionally,  hundreds  of  thousands  of 
collateralized  loans  in  small  and  medium-sized  businesses  could  be 
made  without  professional  appraisals. 

While  the  full  details  of  the  appraisal  components  of  the  relief 
package  are  not  known,  enough  is  known  to  conclude  that  the  ap- 
praisal reforms  growing  out  of  the  multihundred  billion  thrift  and 
banking  crisis  would  be  gutted,  and  the  clock  would  be  turned  back 
to  the  good  old  days  when  banks  could  make  "no  doc"  and  'low  doc" 
loans  with  the  support  of  the  friendly  appraiser. 

Last  year,  at  the  urging  of  the  bank  trade  groups,  the  Federal 
Reserve  Bank  Board,  the  OCC,  the  FDIC,  the  OTS,  each  adopted 
regulations  that  exempted  all  transactions  of  $100,000  or  less  from 
title  XI's  requirements.  This  regulation  exempted  roughly  50  per- 
cent of  all  residential  mortgage  transactions  and  many 
collateralized  small  business  loans  from  title  XI  requirements.  But 
because  the  bank  regulators  were  uncomfortable  with  appraisals 
not  being  made  even  in  transactions  under  $100,000,  they  decided 
to  require  "evaluations"  but  not  professional  appraisals  to  be  con- 
ducted. An  "evaluation"  is  a  nontitle  XI  estimation  of  value  made 
by  an  individual  who  is  not  accountable  to  any  State  appraisal 


288 

board,  who  does  not  have  to  be  independent  of  the  lender  and 
whose  evaluation  does  not  have  to  conform  to  the  Uniform  Stand- 
ards of  Professional  Appraisal  Practice  [USPAP]. 

We  have  been  told  that  the  bank  trade  gproups  have  already  com- 
plained to  the  regulators  that  the  loophole-filled  "evaluation" 
standards  are  too  tough. 

The  bank  regulators*  decisions  last  summer  to  raise  the  threshold 
from  $50,000  to  $100,000  was  extremely  controversial.  The  Na- 
tional Credit  Union  Administration  refused  to  go  along,  and  the  Of- 
fice of  Thrift  Supervision  did  so  only  reluctantly.  Fannie  Mae, 
Freddie  Mac,  FHA,  and  VA  announced  they  would  not  establish 
any  threshold  levels  and  that  the  collateral  on  all  mortgage  loan 
transactions  would  have  to  be  appraised  by  licensed  and  certified 
appraisers. 

Unbelievably,  less  than  a  year  after  the  $100,000  de  minimis  was 
established  by  regulation,  and  just  a  few  months  after  title  XI  has 
become  effective  for  Federal  purposes,  the  bank  trade  groups  want 
to  raise  the  de  minimis  again  to  $250,000,  and  to  extend  the  lax 
appraisal  requirements  of  the  1980's  to  commercial  loans. 

We  submit  that  these  proposed  actions  will  not  only  make  State 
licensing  and  certification  an  almost  meaningless  gesture;  they  will 
have  the  incredible  effect  of  making  banking  agencies'  appraisal  re- 
quirements less  stringent  than  they  were  in  the  1980's  before  title 
XI,  when  abuses  facilitated  the  collapse  of  the  thrift  industry  and 
added  billions  of  dollars  to  the  cost  of  the  industry  cleanup. 

Taxpayers  will  not  support  this  plan  if,  by  the  elimination  of  col- 
lateral and  professional  appraisal  requirements,  it  is  impossible  to 
gauge  the  extent  to  which  the  taxpayers'  dollars  are  being  put  at 
risk. 

Moreover,  we  do  not  believe  these  proposals  will  have  any  mean- 
ingful impact  on  the  objective  of  the  relief  program — ^to  enhance  the 
availability  of  credit  to  business. 

Mr.  Chairman  and  members  of  the  subcommittee,  the  apparently 
endless  debate  over  appraisal  reform  has  been  filled  with  so  much 
mythology  and  misinformation  we  think  the  time  is  long  past  due 
to  get  to  the  truth  of  this  issue.  Let's  examine  the  facts. 

First,  we  think  it  is  important  to  understand  who  is  advocating 
the  elimination  or  weakening  of  appraisal  reforms  and  who  is  not. 

The  answer  is  that  it  is  not  the  States  which  have  the  respon- 
sibility for  regulating  professional  appraisal  practices.  It  is  not  the 
consumer  who  pays  for  and  benefits  from  an  independent  ap- 
praisal. It  is  not  the  appraisers,  whose  burden  it  is  to  get  licensed 
or  certified.  It  is  not  the  homebuilders  or  the  realtors  whose  initial 
concerns  about  the  availability  of  appraisers,  we  think,  have  been 
satisfied. 

As  best  we  can  tell,  it  is  not  even  the  small  business  community, 
which,  while  concerned  about  excessive  bank  regulation,  has  never 
before  now  specifically  complained  about  appraisal  and  collateral 
requirements. 

Instead,  it  is  the  commercial  bank  trade  groups  in  Washington 
whose  members  do  not  pay  for  appraisals  unless  they  are  per- 
formed in  connection  with  real  estate  owned  aff^r  a  borrower  de- 
faults and  whose  operations,  we  are  told,  are  now  extremely  profit- 
able. 
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Second,  notwithstanding  what  we  have  been  told,  we  believe  the 
Federal  Deposit  Insurance  funds  are  at  considerable  risk  from  care- 
lessly underwritten  mortgage  and  small  business  loans.  According 
to  the  latest  FDIC  call  report  data,  the  Nation's  commercial  banks 
presently  own  $3.5  billion  worth  of  single-family  residential  prop- 
erties on  which  borrowers  have  defaulted,  and  an  additional  $1.7 
billion  in  multi-family  residential  real  estate. 

Another  $6.1  billion  in  single-family  residential  mortgage  loans 
is  charged  off  or  more  than  90  days  past  due  at  commercial  banks, 
much  of  which  will  result  in  default  and  foreclosure. 

Defaults  or  near  defaults  on  the  $9.6  billion  in  single-family 
mortgage  loans  and  $3.4  billion  in  multi-family  mortgage  loans  do 
not  seem  insignificant. 

If  professional  appraisals  on  virtually  all  residential  mortgage 
loans  made  by  banks  and  thrifts  are  not  important,  then  why  do 
FHA,  VA,  Fannie  Mae,  and  Freddie  Mac  require  and  support 
them?  And  why  has  the  private  mortgage  insurance  industry  been 
fighting  so  hard  to  preserve  title  XI?  \VTiat  do  they  all  know  that 
the  bank  regulators  do  not? 

FHA  and  VA  know  they  pay  off  billions  of  dollars  each  year  in 
lender  claims  on  foreclosed  Government-guaranteed  mortgage 
loans.  Fannie  and  Freddie  know  that  investors  will  not  invest  if 
there  is  doubt  about  the  value  of  the  properties  collateralizing  their 
mortgages. 

We  believe  that  what  they  all  know  is  that  hundreds  of  thou- 
sands of  borrowers  default  each  year  on  mortgage  loans  and  that 
the  only  protection  standing  between  the  lender  and  a  loss  is  the 
value  of  the  collateral.  When  appraisals  are  nonexistent,  faulty  or 
biased  in  a  way  that  automatically  supports  the  loan  amount, 
losses  can  be  staggering. 

Third,  assertions  by  oank  trade  groups  that  title  XI  has  caused 
appraisal  fees  to  skyrocket  are  false.  The  incoming  chairman  of  the 
Independent  Bankers  Association  is  quoted  in  the  Washington  Post 
as  saying  that  small  businessmen  who  are  required  to  pledge  their 
personal  residence  as  collateral  on  a  small  business  loan  are  re- 
quired to  pay  thousands  of  dollars  for  an  appraisal,  making  the 
loan  too  expensive. 

Bankers  have  been  telling  Members  of  Congress  that  residential 
appraisal  costs  are  now  around  $1,000,  and  that  outlays  for  ap- 
praisals are  significant.  Mr.  Chairman,  the  facts  tell  a  much  dif- 
ferent story. 

We  believe  that  appraisal  fees  for  residential  properties  have  re- 
mained fairly  steady  and  in  many  places  have  actually  declined.  As 
to  any  increase  in  a  bank's  "back-office"  appraisal  costs,  we  do  not 
believe  that  title  XI  is  responsible. 

Our  own  informal  surveys,  which  we  have  provided  to  the  GAO, 
show  that  appraisal  fees  are  about  where  they  were  prior  to  title 
XI's  enactment.  More  important,  data  maintained  by  the  Depart- 
ment of  Veterans  Affairs  shows  that  single-family  residential  ap- 
praisal costs  have  increased  an  average  of  $50  over  the  past  5 
years.  Fannie  Mae  recently  advised  this  subcommittee  that  the  pre- 
dominant fee  for  a  single-family  appraisal  ranges  from  $250  to 
$275,  and  that  increases  in  fees  since  1988  "have  been  modest." 
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We  also  want  to  point  out  that  the  cost  of  a  residential  appraisal 
in  loan  originations  which  provide  both  buyer  and  lender  with  im- 
portant information  and  protection  is  almost  alwavs  paid  for  by  the 
borrowers,  and  is  among  the  smallest  category^  of  costs  to  families 
when  they  purchase  homes.  It  is  a  fact  that  lender  points,  broker 
fees,  legal  costs,  homeowners  insurance,  title  transfer  taxes,  even 
occasionally  property  surveys,  each  exceed  the  cost  of  the  appraisal. 

Other  than  the  unverified  surveys  of  the  bankers,  there  is  no  evi- 
dence that  commercial  appraisal  tees  have  increased  in  any  mean- 
ingful way  since  the  exactment  of  title  XI.  CAPPS  has  not  con- 
ducted any  formal  studies  of  price  trends  in  commercial  appraisals. 
But  some  informal  and  admittedly  limited  surveys  suggest  that 
fees  have  been  static  over  the  recent  past. 

Mr.  Chairman,  we  respectfully  urge  that  allegations  of  shortages, 
excessive  fees,  and  regulatory  burdens  be  investigated  on  an  expe- 
dited basis  by  the  GAO.  We  are  willing  to  cooperate  fully  with  such 
an  investigation  and  stand  by  its  results. 

Mr,  Chairman,  we  urge  tne  subcommittee  to  recall  why  title  XI 
was  enacted  in  the  first  place.  In  this  regard,  we  would  like  to 
quote  from  a  brief  portion  of  an  oversight  report  issued  by  the 
House  Committee  on  Government  Operations  in  September  1986 
entitled,  "Impact  of  Appraisal  Problems  on  Real  Estate  Lending, 
Mortgage  Insurance,  and  Investment  in  the  Secondary  Market." 

"Faufty  and  fraudulent  real  estate  appraisals  have  become  an  in- 
creasing problem.  Their  effects  are  widespread,  pervasive  and  cost- 
ly. They  have  seriously  damaged  and  contributed  directly  to  the  in- 
solvency of  hundreds  of  the  Nation's  financial  institutions  and  have 
helped  cause  billions  of  dollars  of  losses." 

It  then  goes  on  to  document  extensive  losses  to  banking  agencies, 
FHA,  VA,  and  secondary  mortgage  markets.  Since  that  report  was 
issued  6  years  ago,  federally  related  appraisal  abuses  involving 
both  residential  and  commercial  properties  have  been  identified  by 
many  others. 

In  conclusion,  Mr.  Chairman,  the  bank  trade  groups  are  attempt- 
ing to  turn  a  straightforward  and  responsible  legislative  concept  re- 
quiring the  use  of  State  regulated  appraisers  in  collateralized,  fed- 
erally related  loan  transactions  into  a  hodgepodge  of  conflicting  re- 
quirements that  will  end  up  confusing  and  confounding  bankers, 
appraisers,  and  borrowers  alike. 

If  the  provisions  of  the  administration's  regulatory  relief  package 
become  effective  as  is,  they  will  jeopardize  the  safety  and  sound- 
ness of  millions  of  mortgage  and  small  business  loans  collateralized 
by  real  estate.  They  will  wreck  a  nationwide  system  of  appraiser 
certification  and  licensing  that  has  been  painstakingly  created  over 
the  past  4  years.  And  they  will  create  massive  confusion  in  the  res- 
idential mortgage  markets. 

This  confusion  will  be  the  result  of  requiring  that  loans  be  seg- 
regated by  loan  destination — that  is,  loans  that  are  to  be  insured 
by  FHA  or  VA  or  sold  into  the  secondary  markets  will  have  to  have 
a  certified  or  licensed  appraisal.  But  those  to  be  kept  in  a  lender's 
own  portfolio  will  only  require  an  evaluation  by  loan  size — that  is, 
those  above  $250,000  will  need  a  certified  or  licensed  appraisal,  but 
those  below  that  amount  will  only  require  an  evaluation — ^by  geo- 
gpraphic  location — that  is,  those  transactions  taking  place  in  1  of 
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the  16  States  which  require  that  anyone  valuing  property  be  cer- 
tified or  licensed,  will  need  a  certified  or  licensed  appraisal,  but 
transactions  taking  place  in  the  other  States  will  only  need  an 
evaluation — and,  by  loan  type — that  is,  loans  above  $250,000  for 
the  purchase  of  residential  property  will  need  a  certified  or  licensed 
appraisal,  but  real  estate  loans  above  $250,000  that  are  for  a  small 
business  purpose  will  not  need  any  valuation. 

Mr.  Chairman,  the  bank  regulatory  agencies  owe  it  to  the  tax- 
payers who  stand  behind  most  residential  mortgage  loans  in  this 
country  to  base  their  "safety  and  soundness"  regulatory  require- 
ments, or  the  absence  of  such  requirements,  on  sound,  statistically 
valid  information.  The  Comptroller  General  and  Governor 
LaWare's  own  regulatory  relief  studies  state  there  is  presently  no 
data  and  analysis  that  justify  weakening  title  XI. 

We  respectfully  urge  Congress  to  insist  on  the  development  of 
such  information  before  any  changes  are  proposed  for  appraisal  re- 
form and  other  safety  and  soundness  taxpayers'  protections. 

Mr.  Chairman  and  members  of  the  subcommittee,  thank  you  for 
your  attention.  We  are  here  to  answer  your  questions. 

[The  prepared  statement  of  Mr.  Hughes  follows:] 
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I.  INTRODUCTION 


Mr.  Chairman  and  members  of  the  Subcommittee,  my  name  is  Robert  Hughes  and  I  am 
the  current  President  of  the  National  Society  of  Real  Estate  Appraisers.  I  am  appearing  this 
morning  on  behalf  of  the  Council  of  Appraisal  and  Property  Professional  Societies  (CAPPS). 
CAPPS,  which  has  a  collective  national  membership  of  more  than  25,000  appraisers,  was 
established  by  four  of  the  nation's  leading  professional  appraisal  societies  in  1991  to  promote 
public  policies  that  will  enhance  professionalism  and  integrity  in  appraisal  practice.  The 
founding  members  of  CAPPS  and  their  representatives  who  are  accompanying  me  at  today's 
hearing  are: 

The  American  Society  of  Appraisers  represented  by  Mr.  James  Job, 
Chairman,  Legislation  Committee; 

The  International  Right  of  Way  Association 

The  National  Association  of  Independent  Fee  Appraisers,  represented  by 
Mr.  Peter  Vidi,  Jr.,  NAIFA  National  Secretary;  and 

The  National  Society  of  Real  Estate  Appraisers,  which  I  represent. 


Together  with  the  Appraisal  Institute,  also  testifying  here  this  morning,  our  respective 
organizations  represent  a  significant  majority  of  all  state  licensed  and  certified  appraisers  in  the 
nation. 

Mr.  Chairman,  we  are  extremely  pleased  that  it  is  the  Commerce,  Consumer  and 
Monetary  Affairs  Subcommittee  which  is  conducting  Congress'  first  comprehensive  examination 
of  the  Administration's  plan  to  facilitate  small  business  lending  by  eliminating  certain  bank 
regulatory  requirements.  Because  of  the  Subcommittee's  extensive  oversight  during  the  past 
decade  into  the  causes  of  the  S&L  and  banking  crises,  we  believe  it  is  in  a  unique  position  to 
evaluate  the  true  impact  of  the  regulatory  relief  package  ~  both  on  efforts  to  stimulate  small 
business  lending,  as  well  as  on  the  "safety  and  soundness"  of  loans  backed  by  American 
taxpayers. 
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n.  BACKGROUND  AND  STATUS  OF  TITLE  XI 

Mr.  Chairman,  the  organizations  comprising  CAPPS  were  each  involved  in 
Congressional  hearings  conducted  by  Congressman  Doug  Barnard,  in  the  mid  to  late  1980s, 
which  examined  the  impact  of  appraisal  abuses  on  federal  financial  and  public  policy  interests; 
and,  later,  in  the  legislative  debates  on  how  best  to  assure  the  integrity  of  appraisals  in  federally 
related  transactions.  These  hearings  and  debates  led,  of  course,  to  the  enactment  of  appraisal 
reform  legislation.  Title  XI  ofTIRREA,  in  August  1989;  and  to  ongoing  efforts  to  implement 
the  new  law  -  which  became  mandatory,  for  federal  purposes,  on  January  1,  1993. 

Since  its  enactment,  there  has  been  a  great  deal  of  activity  surrounding  Title  XI 's 
implementation  and  its  anticipated  impact  in  the  marketplace.  The  good  news  is  that  almost  four 
years  after  FIRREA  was  signed  into  law,  appraisal  reform  is  finally  a  reality  across  the  nation: 
each  of  the  50  states  has  a  fully  functional  appraiser  licensing  board  overseeing  the  work  of 
more  than  70,000  licensed  and  certified  appraisers.  For  the  first  time  in  our  history,  taxpayers 
are  the  beneficiaries  of  a  self-supporting,  state-run  system  that  assures  the  competency, 
independence  and  accountability  of  individuals  who  are  responsible  for  valuing  properties 
collateralizing  loan  transactions  collectively  worth  hundreds  of  billions  of  dollars.  Appraiser 
accountability  under  this  system  makes  it  much  less  likely  that  appraisers  can  be  pressured  by 
lenders  to  overvalue  collateral  to  facilitate  unsafe  lending  practices  or  to  undervalue  collateral 
in  support  of  red-lining  —  denying  credit  based  on  unlawful  discrimination. 

The  bad  news,  is  that  there  are  still  some  who  want  to  "turn  back  the  clock"  to  the  "good 
old  days"  when  financial  institutions  made  millions  of  "no  doc"  and  "low  doc"  real  estate  loans 
without  the  safety  and  soundness  protections  accorded  by  certified  or  licensed  appraisals.  They 
want  to  turn  back  the  clock  to  the  time  when  lenders  bullied  and  intimidated  appraisers  into 
producing  inaccurate  appraisals  because  appraisers  had  no  accountability. 


m.  THE  ADMINISTRATION'S  REGULATORY  RELIEF  PLAN  WOULD 
BE  A  MAJOR  SETBACK  FOR  APPRAISAL  REFORM 

Mr.  Chairman,  we  have  the  most  serious  concerns  about  the  appraisal  provisions  of  the 
Administration's  credit  crunch  plan.  These  proposals,  if  implemented,  would  dramatically 
reduce  the  number  of  transactions  subject  to  FIRREA 's  appraisal  reform  requirements.  For 
residential  mortgage  lending,  the  proposals  are  tantamount  to  a  repeal  of  Title  XI.  Additionally, 
hundreds  of  thousands  of  collateralized  loans  to  small  and  medium  sized  businesses  would  be 
made  without  any  valuation  of  the  collateral.    While  our  organizations  support  proposals  to 
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reduce  regulatory  burdens  where  consistent  with  safety  and  soundness,  we  believe  that  these 
exemptions  would  gut  appraisal  reforms  growing  out  of  the  multi-hundred  billion  dollar  banking 
crisis  and  create  serious  future  risks  to  the  safety  and  soundness  of  regulated  financial 
institutions. 

The  final  details  of  the  relief  plan  apparently  have  not  been  finalized.  However,  we 
have  been  told  that  they  include  an  increase  in  the  de  minimis  threshold  below  which 
professional  appraisals  are  not  required,  from  the  current  level  of  $100,000  to  $250,000  for  both 
residential  and  commercial  loan  transactions.  A  second  proposal  would  exempt  from  Title  XI's 
requirements,  a  marketbasket  of.  loans  for  which  normal  underwriting  requirements  would  be 
waived;  and,  all  small  business  loans  where  real  property  is  taken  as  collateral,  unless  the 
borrower-firm's  business  is  real  estate. 


rV.  BACKGROUND  OF  DE  MINIMIS  ISSUE 

Last  year,  at  the  urging  of  the  bank  trade  groups,  the  Federal  Reserve  Board,  OCC, 
FDIC  and  OTS  each  adopted  regulations  that  exempted  all  transactions  of  $100,000  or  less  from 
Title  XI's  requirements.  This  regulation  exempted  roughly  50%  of  all  residential  mortgage 
transactions  and  many  collateralized  small  commercial  loans  from  Title  XI's  requirements.  But, 
because  the  bank  regulators  were  uncomfortable  with  the  concept  of  collateral  not  being 
appraised  even  in  transactions  under  $100,000,  they  decided  to  require  that  "evaluations,"  but 
not  professional  appraisals,  be  conducted. 

Given  the  attempt  to  raise  the  de  minimis  to  $250,000,  we  think  it  is  important  for' the 
Subcommittee  to  understand  exactly  what  an  "evaluation"  is  and  to  judge,  for  itself,  whether  it 
will  protect  the  safety  and  soundness  of  a  loan  transaction:  fundamentally,  an  "evaluation"  is  a 
non-Title  XI  estimate  of  value  made  by  an  individual  who  is  not  accountable  to  any  state 
appraisal  board,  who  does  not  have  to  be  independent  of  the  lender,  and  whose  evaluation  does 
not  have  to  conform  to  the  Uniform  Standards  of  Professional  Appraisal  Practice  (USPAP).  We 
have  been  told  that  the  bank  trade  groups  have  already  complained  to  the  regulators  that  their 
"loophole"  filled  "evaluation"  standards,  are  too  tough. 

While  Title  XI  does  not  mandate  the  use  of  collateral  in  any  loan  transaction,  we  contested 
the  federal  banking  agencies'  legal  authority  to  establish  a  de  minimis  level  once  they  decided 
that  "safety  and  soundness"  required  the  use  of  collateral.  Moreover,  we  disputed  the  wisdom 
of  exposing  millions  of  transactions  to  the  same  abuses  that  gave  rise  to  the  S&L  and  bank 
catastrophe  in  the  first  place.  Regrettably,  in  the  face  of  overwhelming  political  pressure  by  the 
American  Bankers  Association  and  the  Independent  Bankers  Association,  our  views  did  not 
prevail. 
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The  bank  regulators'  decision  last  summer  to  raise  the  de  minimis  from  $50,000  to 
$100,000  was  extremely  controversial.  The  National  Credit  Union  Administration  refused  to 
go  along  and  the  Office  of  Thrift  Supervision  did  so  only  reluctantly.  Fannie  Mae,  Freddie 
Mac,  FHA  and  VA  announced  that  they  would  not  establish  any  de  minimis  levels  and  that  the 
collateral  in  all  mortgage  loan  transactions  would  have  to  be  appraised  by  a  licensed  or  certified 
appraiser.  Unbelievably,  less  than  a  year  after  the  $100,000  de  minimis  was  established  by 
regulation  and  just  a  few  months  after  Title  XI  has  become  effective  for  federal  purposes,  the 
bank  trade  groups  want  to  raise  the  de  minimis  again  to  $250,000. 

The  second  proposal  in  the  Administration's  package,  specifically  directed  at 
collateralized  small  business  lending,  would  extend  the  lax  appraisal  requirements  of  the  1980s 
to  commercial  loans  —  many  of  which  may  involve  millions  of  dollars  each.  We  are  waiting  to 
see  the  details  of  this  proposal;  however,  we  believe  as  a  general  principle,  that  when  real  estate 
is  taken  as  collateral,  it  should  be  professionally  appraised. 

We  submit  that  these  action  will  not  only  make  state  licensing  and  certification  an  almost 
meaningless  gesture,  it  will  have  the  incredible  effect  of  making  the  banking  agencies'  appraisal 
requirements  less  stringent  than  they  were  in  the  mid-1980s  before  Title  XI.  when  appraisal 
abuses  facilitated  the  collapse  of  the  thrift  industry  and  added  billions  of  dollars  to  the  cost  of 
the  banking  industry  cleanup. 

Taxpayers  may  very  well  support  an  economic  stimulus  plan  that  encourages  insured 
financial  institutions  to  make  business  and  housing  loans  to  borrowers  who  do  not  meet  ordinary 
collateral  and  creditworthiness  standards.  But,  we  do  not  believe  they  will  support  such  a  plan 
if,  by  the  elimination  of  collateral  and  professional  appraisal  requirements,  it  makes  it  impossible 
to  gauge  the  extent  to  which  taxpayers'  dollars  are  being  put  at  risk.  For  example,  how  does 
a  lender  establish  normal  loan-to-value  ratios  without  a  competent  appraisal  of  the  collateral? 

Taken  together,  these  proposals  are  a  direct  assault  on  appraisal  reform  and  on  states' 
efforts  to  properly  regulate  professional  appraisers.  Moreover,  we  believe  they  will  have  little, 
if  any,  positive  impact  on  the  objective  of  the  program  -  to  enhance  the  availability  of  credit 
to  business. 


V.  MYTH  VS.  REALITY  ON  THE  APPRAISAL  REFORM  ISSUE 

Mr.  Chairman  and  members  of  the  Subcommittee,  the  apparently  endless  debate  over 
appraisal  reform  has  been  filled  with  so  much  mythology  and  misinformation,  we  think  the  time 
is  long-past  due  to  get  to  the  truth  of  the  issues.  We  are  confident  that  if  and  when  that 
happens.  Congress  and  the  Administration  will  conclude  that  rolling  back  the  clock  on  appraisal 
reform  will  not  increase  bank  lending  and  is  contrary  to  the  public  interest.  Let's  examine  the 
facts: 
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First,  we  think  it  is  important  to  understand  who  is  advocating  the  elimination  or 
weakening  of  appraisal  reform  and  who  is  not? 

The  answer  is  that  it  is  not  the  states  which  have  responsibility  for  regulating  professional 
appraisal  practice.  It  is  not  the  consumer  who  pays  for  and  benefits  from  an  independent 
appraisal.  It  is  oal  ^^  appraisers  whose  burden  it  is  to  get  licensed  and  certified.  It  is  qqI  the 
homebuilders  or  the  realtors  whose  initial  concerns  about  the  availability  of  appraisers,  we  think 
have  been  satisfied.  It  is  qqI  the  thrift  industry  which  learned  some  hard  lessons  in  the  1980s 
about  appraisal  abuses  and  about  knee-jerk  opposition  to  reform.  As  best  we  can  teU,  it  is  not 
even  the  small  business  community  which,  while  concerned  about  excessive  bank  regulation,  has 
never  before  now  specifically  complained  about  appraisal  and  collateral  requirements. 

Instead,  it  is  the  commercial  bank  trade  groups  in  Washington  whose  members  do  not  pay 
for  appraisals  (unless  they  are  performed  in  connection  with  Real  Estate  Owned  (REO)  after  a 
borrower  default);  and  whose  operations,  we  are  told,  are  now  extremely  profitable. 

Second.  Notwithstanding  what  you  have  been  told,  we  believe  the  federal  deposit  insurance 
funds  are  at  considerable  risk  from  carelessly  underwritten  mortgage  and  small  business  loans. 

The  bank  trade  groups  argue  that  professional  appraisals  are  not  required  for  millions  of 
real  estate  related  loan  transactions  because  their  losses  on  sajch  loans  are  insignificant  and 
because  these  loans  do  not  cause  banks  to  fail.  Is  this  argument  correct?  We  think  not: 

-  According  to  the  latest  FDIC  call  report  data,  the  nation's  commercial  banks  presently 
own  $3 . 5  billion  worth  of  single  family  residential  property  on  which  borrowers'  have  defaulted; 
and  an  additional  $1.7  billion  in  multi-family  residential  REO.  Another  $7  billion  in  single 
family  residential  mortgage  loans  and  $1.7  billion  in  multifamily  residential  real  estate,  are  either 
charged  off  or  more  than  90  days  past  due  at  commercial  banks  -  much  of  which  wOl  result  in 
default  and  foreclosure. 

Defaults  or  anticipated  defaults  on  $9.6  billion  in  single  family  mortgage  loans  and 
$3.47  billion  in  multifamily  mortgage  loans  do  not  seem  insignificant  to  us.  This  is 
particularly  so  when  you  consider  that  there  are  billions  of  dollars  more  in  residential  loans 
that  are  30-89  days  past  due,  some  of  which  will  go  into  default. 

The  bankers  are  attempting  to  convince  the  Administration  that  defaults  on  residential 
mortgage  loans  do  not  cause  the  insolvency  of  lenders.  While  this  argument  generally  may  be 
correct,  we  think  it  is  largely  irrelevant  to  the  issues  of  appraisal  reform  and  die  safe  and  sound 
underwriting  of  loans.  We  assert  that  given  the  much  higher  percentage  of  home  loans  now 
being  made  by  commercial  banks,  smaller  institutions  are  indeed  at  risk.  More  importantly,  we 
also  believe  that  "safety  and  soundness"  shortcuts  in  any  portion  of  a  bank's  loan  portfolio  can 
help  push  an  institution  into  failure  if  problems  develop  in  another  portion  of  the  portfolio. 
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—  Federal  agencies  that  insure  mortgage  loans  and  government  sponsored  enterprises  that 
purchase,  package  and  resell  them  require  certified  and  licensed  appraisals  on  all  of  their 
transactions. 

If  professional  appraisals  on  virtually  all  residential  mortgage  loans  made  by  banks  and 
thrifts  are  not  important,  then  why  do  FHA,  VA,  Fannie  Mae  and  Freddie  Mac  require  and 
support  them?  And  why  has  the  private  mortgage  insurance  industry  been  fighting  so  hard  to 
preserve  Title  XI?   What  do  they  all  know  that  the  bank  regulators  do  not? 

FHA  and  VA  know  that  they  Tcceive  lender  claims  for  more  than  a  billion  dollars  each 
year  on  government  guaranteed  mortgage  loans.  Fannie  and  Freddie  know  that  investors  in 
mortgage  products  will  not  invest  if  there  is  doubt  about  the  value  of  the  properties 
collateralizing  these  products.  We  believe  that  what  they  all  know  is  that  hundreds  of  thousands 
of  borrowers  default  each  year  on  their  mortgage  loans  and  that  the  only  protection  standing 
between  the  lender  (or  the  lender's  guarantor)  and  a  loss,  is  the  value  of  the  collateral.  When 
appraisals  are  nonexistent,  faulty  or  biased  in  a  way  that  automatically  supports  the  loan  amount, 
losses  can  be  staggering. 

In  this  regard,  we  would  like  to  quote  from  a  letter  sent  to  this  Subcommittee  by  Fannie 
Mae  on  January  14,  1993: 

Fannie  Mae  strongly  supported  the  enactment  of  Title  XI  of 
FIRREA  and  the  intent  of  the  Appraisal  Reform  Amendments  ~ 
specifically  the  acknowledgement  of  USPAP...and  the 
establishment  of  minimum  qualification  criteria  for  appraisers.... 
Fannie  Mae  considers  an  accurate  appraisal  to  be  one  of  the  key 
elements  that  assure  prudent  underwriting  of  a  mortgage  loan.  The 
property  appraisal  assists  the  lender  in  determining  its  exposure  to 
loss...  In  addition,  the  appraised  value  of  the  property  is  the  part 
of  the  lender's  determination  in  the  calculation  of  the  loan-to- value 
ratio  of  a  loan.  Therefore,  we  believe  that  accurate  appraisals  are 
an  essential  element  in  originating  a  mortgage  and  for  subsequent 
delivery  to  any  investor  in  the  secondary  mortgage  market. . . .  The 
importance  of  collateral  and  the  need  for  an  accurate  appraisal  are 
not  dependent  on  the  dollar  amount  of  the  mortgage....  The 
difficulty  of  the  appraisal  assignment  is  a  function  of  the 
complexity  and  uniqueness  of  the  property  being  appraised,  not  the 
amount  of  the  mortgage  transaction. 

We  think  it  is  highly  relevant  to  this  hearing  to  also  point  out  that  much  of  the  expert 
testimony  delivered  to  Congress  recently  on  legislation  to  create  a  secondary  market  for  small 
business  loans,  stressed  the  importance  of  collateral  to  investors  in  any  such  market;  and  its 
importance  to  taxpayers  if  a  Fannie  Mae  type  agency  is  established  to  provide  liquidity  to  a 
small  business  secondary  market. 
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—  Problem  loans  to  small  business  also  pose  significant  potential  risks  to  commercial 
banks.  It  is  not  possible  to  tell  from  the  publicly  available  call  report  data  either  the  percentage 
of  small  and  medium  sized  business  loans  in  default  or  the  total  dollar  amount  of  bank  exposure 
for  these  loans.  What  we  do  know  is  that  the  largest  bank  losses  arise  in  the  loan  categories 
involving  "commercial  real  estate  loans  not  secured  by  real  estate"  and  "highly  leveraged 
transactions. "  Together,  almost  20%  of  all  bank  loans  in  these  categories  are  more  than  90  days 
past  due  and  an  additional  7.5%  already  have  been  charged-off. 

Data  from  Dun  &  Bradstreet  and  the  Small  Business  Administration  (SBA)  provide  some 
details  of  small  business  lending  and  losses.  Dun  &  Bradstreet*  which  tracks  only  some  small 
business  loans,  reported  well  over  120,000  small  business  bankruptcies  and  other  failures  in 
1991.  SBA,  which  currently  makes  or  guarantees  about  $25  billion  in  small  business  loans,  has 
suffered  some  staggering  losses. 

It  is  generally  recognized  that  lending  to  small  business  is  inherently  risky.  Given  the  fact 
that  most  appraisers  are  themselves  small  business  people  and  that  small  business  is  an  important 
engine  of  our  economy,  we  fundamentally  support  such  lending.  But  we  also  recognize  the 
importance  to  taxpayers  of  collateral  and  the  proper  valuation  of  collateral  in  small  business  loan 
situations. 

Third,  assertions  by  bank  trade  groups  that  Title  XI  has  caused  appraisal  fees  to  skyrocket, 
are  false.  The  incoming  chairman  of  the  Independent  Bankers  Association  is  quoted  in  the 
Washington  Post  of  March  11,  1993,  as  saying  that  small  businessmen  who  are  required  to 
pledge  their  personal  property  as  collateral  on  a  small  business  loan  are  required  to  pay 
"thousands  of  dollars"  for  an  appraisal,  making  the  loan  too  expensive.  Bankers  have  been 
telling  members  of  Congress  that  residential  appraisal  costs  are  now  around  $1,000  and  that 
delays  for  appraisals  are  significant. 

Mr.  Chairman,  the  facts  tell  a  much  different  story.  We  believe  that  appraisal  fees  for 
residential  properties  have  remained  fairly  static  and  in  many  places  have  acmally  declined.  As 
to  any  increases  in  a  bank's  "back  office"  appraisal  costs,  we  do  not  believe  that  Title  XI  is 
responsible. 

--  Reports  of  $1,000  residential  appraisals  are  bogus.  Our  own  informal  surveys,  which 
we  have  provided  to  the  GAO,  show  that  appraisal  fees  are  about  where  they  were  prior  to  Title 
XI's  enactment.  More  important,  data  maintained  by  the  Department  of  Veterans  Affairs  show 
that  single  family  residential  appraisal  costs  have  increase  an  average  of  $50.00  over  the  past 
five  years.  Fannie  Mae  recently  advised  this, Subcommittee  that  "the  predominant  fee  for  a 
single-family  appraisal  ranges  from  approximately  $200  to  $275..."  and  that  increases  in  fees 
since  1988  "have  been  modest." 

We  also  want  to  point  out  that  the  cost  of  a  residential  appraisal  in  loan  originations  -- 
which  provides  both  buyer  and  lender  with  important  information  and  protection  -  is  almost 
always  paid  by  the  borrower  and  is  among  the  smallest  category  of  costs  to  families  when  they 
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purchase  a  home.  No  home  buyer  should  be  required  to  pay  any  fee  that  is  not  beneficial  to  him 
or  that  does  not  enhance  the  "safety  or  soundness"  of  the  loan.  But,  it  is  a  fact  that  lender 
points,  broker  fees,  legal  costs,  homeowner  insurance,  title  transfer  taxes  and  even,  occasionally, 
property  surveys,  each  exceed  the  cost  of  the  appraisal. 

--  Other  than  the  unverified  surveys  of  the  bankers,  there  is  no  evidence  that  commercial 
appraisal  fees  have  increased  in  any  meaningful  way  since  the  enactment  of  Title  XI.  CAPPS 
has  not  conducted  any  formal  studies  of  price  trends  in  commercial  appraisals.  But,  some 
informal  and  admittedly  limited  surveys  strongly  suggest  that  commercial  appraisal  fees  have 
been  static  over  the  recent  past.  In  a  March  6,  .1992,  letter  to  one.  of.  CAPPS  member 
organizations,  the  Missouri  Appraisal  Board  stated: 

"We  just  ran  the  actual  logs  on  five  independent  fee  appraisers  [who]  are  quite 
typical  and  their  business  is  primarily  commercial  appraisals.  Their  average  fee 
per  job  was  $1,094  in  1986...  and  $1,299  in  1991.  In  interviews  in  my  eight 
state  Region,  nearly  all  commercial  appraisers  state  that  their  fees  had  not 
increased  and  in  many  cases  had  decreased;  and  they  did  not  anticipate  an 
increase  until  such  time  as  the  economy  improved  and  development  of 
non-residential  properties  began.  Any  increase  in  fees  was  anticipated  as  a  result 
of  supply  and  demand,  not  as  a  shortage  of  appraisers  or  additional  costs  of 
licensing  and  certification. ...  I  have  one  independent  contractor  in  my  office  who 
specializes  in  industrial  properties.  He  states  that  [on]  industrial  properties  that 
regularly  quoted  at  $3,500-$4,000,  he  was  bidding  $2,500  and  being  regularly 
underbid." 


-  Both  the  Comptroller  General  and  a  recently  completed  study  on  regulatory  burden  by 
the  banking  agencies,  cautioned  against  any  increase  in  the  de  minimis  at  this  time. 

The  Comptroller  General  of  the  United  States,  when  he  testified  before  this  Subcommittee 
last  week,  cautioned  against  premamre  changes  in  FIRREA's  and  FDICIA's  "safety  and 
soundness"  reforms.  He  stated  that  "credit  crunch"  remedies  require  "sound  analysis  to 
determine  whether  the  root  causes  of  unnecessary  burden  are  in  the  stamtes,  the  implementing 
regulations,  the  behavior  of  the  regulators,  or  some  combination  of  all  three  factors.  Such 
analyses,"  he  concluded,  "have  not  been  done."   We  associate  ourselves  with  his  remarks. 

We  also  associate  ourselves  with  the  findings  of  FFIEC's  very  recent  "Study  On 
Regulatory  Burden,"  under  the  direction  of  Fed  Governor  LeWare.  On  the  issue  of  raising  the 
appraisal  de  minimis,  the  report  concluded  that  "changes  to  the  threshold  should  be  considered 
only  after  further  experience  with  the  current  thresholds  permits  the  development  of  more 
information  concerning  the  matter."  (page  III-49). 

Fourth.  Title  XI  is  not  responsible  for  any  sharp  increases  in  appraisal-related  internal  bank 
costs. 
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The  March  9th  "American  Banker"  newspaper  reported  that  the  chairman  of  Fleet 
Financial  Group  had  written  Congressman  Joe  Kennedy  that  the  government's  appraisal 
requirements  forced  him  to  increase  his  appraisal  staff  "to  110,  from  only  10  a  few  years  ago" 
and  that  "aimual  [appraisal]  costs  have  risen  by  $30  million. " 

We  do  not  have  any  specific  information  on  the  Fleet  chairman's  claim;  but  we  think  it  is 
highly  improbable  that  any  increases  in  Fleet's  internal  costs  relating  to  appraisals  are  due  to 
Title  XI.  A  more  likely  explanation  is  that  over  the  past  few  years  Fleet's  inventory  of 
properties  from  defaulted  commercial  loans  has  increased  dramatically;  and  that  these  properties 
had  to  be  appraised  both  for  accounting  purposes  and  so  that  they  could  be  properly  priced  for 
resale.  Appraisals  for  these  purposes  would  have  been  performed  by  Fleet  even  without  Title 
XI  and  their  costs  would  not  have  been  any  different. 

Fifth,  bankers'  allegations  of  excessive  delays  in  the  performance  of  appraisals  are 
incorrect. 

Based  on  our  surveys  of  the  appraisal  profession  and  our  personal  knowledge,  we  believe 
that  the  cost  of  residential  and  commercial  appraisals  has  not  increased  significantly,  if  at  all, 
as  a  result  of  Title  XI.  With  over  70,000  appraisers  already  licensed  and  certified,  with 
thousands  more  in  the  pipeline,  there  simply  is  no  evidence  of  a  shortage  of  appraisers  that 
might  lead  to  delays  or  excessive  costs. 

If  spot  shortages  do  occur,  occasionally,  in  rural  or  remote  areas,  the  Federal  Appraisal 
Subcommittee  has  provided  a  "fast  track"  procedure  to  grant  waivers  from  Title  XI's 
requirements.  It  is  instructive  to  note  that  to  date  only  one  small  territory  outside  the  continental 
U.S.  -  the  Northern  Mariana  Islands  -  has  requested  a  waiver. 

As  further  evidence  of  what  we  believe  is  an  ample  supply  of  certified  and  licensed 
appraisers,  we  offer  the  following  analysis. 

The  National  Association  of  Realtors  states  that  each  year  there  are  approximately  4.2  million 
residential  real  estate  transaction  each  year.  Based  on  informal  surveys  of  our  members  who 
are  residential  appraisers,  we  have  concluded  that  each  full  time  residential  appraiser  performs 
(or  is  capable  of  performing)  one  to  two  appraisals  per  day.  Assuming  two  to  three  weeks 
vacation  per  year,  that  translates  into  a  minimum  of  245  appraisals  per  year,  per  appraiser. 

We  are  advised  that  there  are  currently  over  60,0000  certified  and  licensed  appraisers; 
and  that  there  are  thousands  more  "in  the  pipeline."  We  believe  that  most  of  these  individuals 
are  residential  appraisers.  But,  if  only  half  of  them  are,  30,000  full  time  residential  appraisers 
(each  performing  only  one  appraisal  per  day)  are  capable  of  performing  7.35  million  appraisals 
per  year  almost  double  the  total  number  of  residential  transactions  performed  annually. 

Moreover,  with  the  professionalization  of  the  appraisal  industry,  there  is  a  strong  likelihood 
that  the  law  of  supply  and  demand  will  soon  produce  qualified  individuals  to  become  certified 
or  licensed  even  in  remote  areas. 
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Sixth,  we  believe  that  many  of  the  bankers'  negative  claims  relating  to  appraisal  costs  have 
nothing  to  do  with  Title  XI.   For  example, 

—  The  U.S.  Chamber  of  Commerce,  in  conjunction  with  the  American  Bankers 
Association,  is  supporting  bank  regulatory  relief  efforts,  including  opposition  to  the  following: 
"Examiners  are  requiring  banks  to  create  internal  appraisal  review  processes  and  are  often 
requiring  banks  to  obtain  second  and  even  third  appraisals  for  loans  if  they  disagree  with  the 
current  appraisal." 

We  want  to  point  out  that  any  requirements  for  internal  appraisal  review  processes  or 
multiple  appraisals  on  a  piece  of  collateral  are  not  based  on  and  have  nothing  to  do  with  Title 
XI; 

~  A  small  businessman  from  New  England  recently  told  a  Senate  "credit  crunch" 
hearing  that  his  company's  inventory  of  automation  equipment  is  "no  longer  considered  collateral 
for  loans" 
by  his  bank. 

We  want  to  point  out  that  Title  XI  covers  real  property  only  and  has  nothing  to  do  with 
the  small  businessman's  complaint. 

Mr.  Chairman,  we  respectfully  urge  that  allegations  of  shortages,  excessive  fees  and  other 
regulatory  burdens  be  investigated  on  an  expedited  basis  by  the  GAO.  We  are  willing  to 
cooperate  fully  with  any  such  investigation  and  stand  by  its  results. 


VI.  APPRAISAL  ABUSES  HAVE  HAD  A  MAJOR  IMPACT  ON  THE 
SAFETY  AND  SOUNDNESS  OF  FEDERALLY  INSURED  LOANS 


Mr.  Chairman,  we  urge  the  Subcommittee  to  recall  why  Title  XI  was  enacted  in  the 
first  place.  In  this  regard,  we  would  like  to  quote  from  two  brief  portions  of  an  oversight  report 
issued  by  the  House  Committee  on  Government  Operations  in  September  of  1986  and  entitled 
"Impact  of  Appraisal  Problems  on  Real  Estate  Lending,  Mortgage  Insurance,  and  Investment  In 
The  Secondary  Market": 

"Real  estate  appraisal  have  become  an  intrinsic  part  of  the  mortgage  loan 
underwriting  process  ,  beginning  with  the  1930s  when  the  Great  Depression 
exposed  the  virtual  non-existence  of  property  valuation  standards  and 
methods  within  the  residential  and  commercial  real  estate  markets.  In  the 
wake  of  the  stock  market  collapse  of  1929,  tens  of  thousands  of  home 
owners  faced  foreclosure  and  operating  costs  far  exceeded  income  for  office 
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and  apartment  buildings,  causing  the  federal  government,  the  financial 
community,  and  real  estate  industry  to  develop  new  lending  institutions  and 
procedures  to  correct  the  abuses  and  inadequacies  identified.  A  critically 
important  part  of  these... efforts  was  a  requirement  that  mortgage  loan 
applications  henceforth  include  an  estimate  of  property  value  based  on  some 
type  of  standard  methodology.  With  this...,  real  estate  appraisal  practices 
and  procedures  have  undergone  continuous  development  and  refinement 
over  the  ensuing  half-century,  culminating  in  the  comparatively 
sophisticated  system  of  concepts  and  methods  utilized  in  contemporary 
mortgage  lending  activities. 

"Faulty  and  fraudulent  real  estate  appraisals  have  become  an  increasingly 
serious  national  problem.  Their  harmful  effects  are  widespread,  pervasive, 
and  costly.  They  have  seriously  damaged  and  contributed  directly  to  the 
insolvency  of  hundreds  of  the  nation's  financial  institutions  and  have  helped 
cause  billions  of  dollars  in  losses  to  lenders,  private  mortgage  insurers, 
investors,  and  Federal  insurance  funds." 

The  Government  Operations  report  then  goes  on  to  document  extensive  appraisal-related  losses 
to  banking  agencies,  FHA,  VA  and  secondary  mortgage  market  entities. 

Since  that  report  was  issued  six  years  ago,  federally  related  appraisal  abuses,  involving 
both  residential  and  commercial  properties,  have  been  identified  by  the  House  Banking 
Committee,  by  Government  Operations,  by  the  General  Accounting  Office,  by  the  Justice 
Department  in  its  prosecution  of  insider  bank  fraud  cases,  by  the  media,  and  by  the  Inspectors 
General  at  HUD,  VA,  the  Farmers  Home  Administration  and  at  many  other  agencies. 

A  typical  example  of  how  residential  appraisal  abuses  contributed  to  significant  losses 
to  the  government  can  be  found  in  a  November  1991  report  by  the  USDA  Inspector  General  on 
the  Farmers  Home  Administration's  guaranteed  loan  program  (Audit  Rept.  04600-15-At).  That 
report  concluded  that: 

"Lenders  inflated  appraised  values  of  real  estate  security  which  led  to 
substantial  losses.  FmHA  did  not  require  lenders  to  obtain  independent 
appraisals  of  security  at  loan  origination.  We  found  that  loan  origination 
appraisals  were  generally  performed  by  employees  of  the  lender  or  by 
individuals  who  were  not  independent  of  the  lender.  We  reviewed  the  loss 
claims  paid  to  19  lenders  for  45^  borrowers...  In  at  least  three  cases, 
inflated  appraised  values  caused  losses  totaling  $507,282." 

Numerous  other  USDA  IG  reports  detail  appraisal  abuses  across  the  country  and  losses  in 
various  Agriculture  Department  housing  and  business  assistance  programs. 
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In  1988,  the  U.S.  Attorney  for  the  Eastern  District  of  Virginia  testified  before 
Congress  on  wide-spread  appraisal  abuses  involving  residential  mortgage  loans  sold  into  the 
secondary  markets  and  purchased  primarily  by  Fannie  Mae  and  federally  insured  financial 
institutions: 

"The  effect  of  faithless  real  estate  appraisals  on  the  mortgage  backed 
securities  market  was  recently  demonstrated  in  connection  with  an 
investigation  being  conducted  by  the  U.S.  Attorney's  office  in  Norfolk,  The 
Landbank  Equity  Corporation,  headquartered  in  Norfolk,  was  prior  to 
bankruptcy  one  of  the  largest  second  mortgage  lenders  on  the  East  coast. 
Its  bankruptcy,  and  the  business  practices  which  preceded  it,  resulted  in 
approximately  $200  million  in  losses  to  investor  institutions  [primarily, 
federally  insured  savings  and  loans]....  One  of  the  Landbank  business 
practices  which  fostered  the  sale  of  these  otherwise  unmarketable  mortgage 
loan  packages  was  inflated  real  estate  appraisals....  A  review  of  documents 
revealed  that  Landbank  routinely  over  appraised  its  properties,  often  by  as 
much  as  $100,000.  Landbank  then  advertised  their  loan  packages  as 
satisfying  all  the  Fannie  Mae  requirements,  which  enhanced  their 
attractiveness  to  investors....  Approximately  50%  of  the  investor  loans 
marketed  by  Landbank  resulted  in  foreclosure.  This  in  turn  caused  massive 
losses  to  investor  financial  institutions. 

In  early  1990,  the  Justice  Department  filed  a  $7  million  lawsuit  against  Meredith 
Relocation  Corporation  for  defrauding  the  government  in  connection  with  the  relocation  of 
federal  employees.  The  company,  which  was  required  to  purchase  the  homes  of  government 
employees  if  they  could  not  sell  them  after  the  employee  was  relocated,  was  accused  of 
intimidating  independent  appraisers  [to  "low-ball"  the  value  of  the  employees'  homes]  so  it  could 
buy  those  houses  at  reduced  prices. 

Mr.  Chairman,  these  few  examples  of  appraisal  abuses  on  federally  related  residential 
transactions  represent  only  a  tiny  portion  of  a  much  larger  record  that  argues  forcefully  against 
exempting  any  residential  transactions  from  Title  XI's  protections.  To  permit  exemptions  for 
all  residential  transactions  below  $250,000  is  simply  incomprehensible.  We  are  deeply 
concerned  that  if  Congress  acquiesces  in  these  efforts,  it  will  invite  a  repetition  of  the  kind  of 
"go-go"  underwriting  of  real  estate  loans  that  contributed  to  the  current  S&L  and  banking  crises. 


VII.  CONCLUSION 


Mr.  Chairman,  the  bank  trade  groups  have  taken  a  straightforward  and  responsible 
legislative  concept  —  requiring  the  use  of  state  regulated  appraisers  in  collateralized,  federally 
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related  loan  transactions  -  and  are  on  the  verge  of  turning  it  into  a  hodge-podge  of  conflicting 
requirements  that  will  end  up  confusing  and  confounding  bankers,  appraisers  and  borrowers 
alike.  If  the  appraisal  provisions  of  the  Administration's  regulatory  relief  package  become 
effective  as  is: 

~  They  will  jeopardize  the  safety  and  soundness  of  millions  of  mortgage  and  small 
business  loans  collateralized  by  real  estate; 

~  They  will  wreck  a  nationwide  system  of  appraiser  certification  and  licensing  that  has 
been  painstakingly  created  over  the  past  four  years;  and, -         . 

-  They  will  create  massive  confusion  in  the  residential  mortgage  markets  by  requiring  that 
loans  be  segregated: 

-  by  loan  destination  (i.e.,  those  that  are  to  be  insured  by  FHA  or  VA  or  sold  into  the 
secondary  market  will  have  to  have  a  certified  or  licensed  appraisal;  but  those  to  be  kept  in  a 
lender's  own  portfolio  will  require  only  an  "evaluation"); 

-  by  loan  size  (i.e.,  those  above  $250,0(X)  will  need  a  certified  or  licensed  appraisal; 
but  those  below  that  amount  will  only  require  an  "evaluation"); 

--  by  geographic  location  (i.e.,  those  transactions  taking  place  in  one  of  the  16  states 
which  require  that  anyone  valuing  property  be  certified  or  licensed,  will  need  a  certified  or 
licensed  appraisal;  but  transactions  taking  place  in  the  other  states  will  need  only  an  evaluation); 
and 

-  by  loan  type  (i.e.,  loans  above  $250,000  for  the  purchase  of  a  residential  property 
will  need  a  certified  or  licensed  appraisal;  but,  real  estate  loans  above  $250,000  that  are 

for  a  small  business  purpose  will  not  need  any  valuation). 

Mr.  Chairman,  the  bank  regulatory  agencies  owe  it  to  the  taxpayers  who  stand  behind 
most  residential  mortgage  loans  made  in  this  country,  to  base  their  "safety  and  soundness" 
regulatory  requirements  --  or  the  absence  of  such  requirements  -  on  sound,  statistically  valid 
information.  We  respectfully  suggest  that  they  have  not  done  that;  and  that  the  appraisal  reform 
issue  is  as  good  an  opportunity  as  any  for  Congress  to  insist  that  they  do  so. 
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Mr.  Spratt.  Thank  you  very  much  for  your  testimony. 
Now  let  me  turn  to  Mr.  Fountain  on  behalf  of  the  Appraisal  In- 
stitute. 

STATEMENT  OF  BERNARD  J.  FOUNTAIN,  MAI,  SUA,  PRESI- 
DENT,  THE  APPRAISAL  INSTITUTE,  ACCOMPANIED  BY  DOUG- 
LAS C.  BROWN,  PRESIDENT-ELECT 

Mr.  Fountain.  Thank  you,  Mr,  Chairman. 

I  think  the  visual  example  we  had  up  here  graphically  points  out 
we  need  a  streamlining  of  regulations.  It  has  put  me  in  mind  of  the 
philosophy  I  have  tried  to  live  by  my  whole  life:  Never  try  to  read 
anything  you  can't  pick  up. 

There  have  been  several  recent  initiatives  by  the  President.  In 
fact,  we  have  identified  several  proposals  which  will  help  facilitate 
the  process. 

Our  specific  recommendations  are  intended  to  help  credit  avail- 
ability. 

No.  1,  acknowledge  the  differing  valuation  concepts.  Currently, 
appraisers  and  their  clients  use  varying  definitions  of  value  which 
can  result  in  confusion,  depending  on  whether  or  not  the  client 
wishes  to  dispose  of  the  property  immediately  or  hold  the  property. 
The  resulting  confusion  can  have  an  enormous  impact  on  the  abil- 
ity to  make  loans. 

The  National  Realty  Committee  has  stated  among  the  root 
causes  of  today's  valuation  problems  are  confusion  in  the  market- 
place and  a  host  of  inconsistencies  surrounding  appraisals.  The  im- 
portance of  resolving  this  confusion  cannot  be  overemphasized. 

In  order  to  provide  for  consistency  and  uniformity  in  the  valu- 
ation process,  we  urge  the  Federal  regulators  to  consider  the  rec- 
ommendations offered  in  the  task  force  report.  The  principles  set 
forth  will  help  ensure  that  the  valuation  regulations  are  developed 
in  a  consistent  manner. 

No.  2,  eliminate  the  term  "fair  value"  from  the  real  estate  ap- 
praisal process.  Since  that  term  is  an  accounting  term,  we  urge  the 
agencies,  specifically  the  OCC,  to  eliminate  use  of  the  term.  Use  of 
fair  value  nas  led  to  valuations  which  may  not  accurately  reflect 
the  property's  potential  for  creditworthiness.  We  believe  the  term 
fair  value  has  led  to  costly  confusion  that  may  result  in  properties 
being  improperly  valued. 

No.  3,  elimination  of  additional  standards.  The  agencies  should 
dispense  with  the  additional  appraisal  standards  set  forth  in  their 
1990  rules.  Title  XI  mandated  tnat  appraisals  be  performed  in  ac- 
cordance with  generally  accepted  standards  known  as  USPAP.  The 
agencies'  standards  go  beyond  this  and  thus  are  duplicative.  They 
could  be  eliminated  without  affecting  the  integrity  of  the  apprais- 
als. This  could  reduce  costs. 

No.  4,  use  of  departure  provisions.  The  Appraisal  Institute  sup- 
ports proper  implementation  of  the  departure  provisions  of  USPAP. 
The  provision  recognizes  that  all  recordkeeping  requirements  may 
not  be  necessary  in  each  transaction.  Proper  utilization  of  the  de- 
parture provision  would  help  to  reduce  some  of  the  cost  and  time 
associated  with  the  appraisal  process. 

No.  5,  clarify  the  abundance  of  caution  exemption.  Clarification 
of  this  may  expedite  the  process.  The  current  exception  recognizes 
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that  title  XI  requirements  need  not  be  applied  to  transactions  in 
which  the  real  estate  is  not  a  material  factor  in  making  the  loan. 
This  exemption  reheves  the  lender  and  potential  borrower  of  some 
of  the  administration  tasks  involved  in  the  transaction.  We  urge 
the  agencies  to  clarify  the  abundance  of  caution  exemption  keeping 
safety  and  soundness  as  a  guiding  principle. 

No.  6,  limit  authority  of  auditors  to  make  a(^'ustments  to  value. 
The  review  of  appraisals  is  a  complicated  discipline  and  is  covered 
under  USPAP.  Since  most  bank  auditors  are  not  trained  in  the  real 
estate  profession,  they  should  not  be  engaged  in  valuing  properties. 
Regulators  should  refrain  from  changing  values  without  substan- 
tiating proof  of  error.  As  the  leader  in  educational  products  and 
texts  for  the  real  estate  appraisal  profession,  we  can  assist  the 
agencies  in  providing  appraisal  education  for  examiners. 

No.  7,  State  reciprocity  agreements.  We  support  the  establish- 
ment of  State  reciprocity  agreements  for  appraisers.  Appraisers, 
due  to  geographic  location  or  due  to  a  specialized  expertise,  regu- 
larly work  in  different  States.  Also,  many  institutions  use  the  serv- 
ices of  staff  appraisers  throughout  the  country.  Reciprocity  agree- 
ments will  allow  appraisers  to  perform  work  in  other  States  with- 
out costly  delays. 

No.  8,  require  disclosure  of  sales  data.  The  Appraisal  Institute 
supports  disclosure  of  real  estate  sales  data  and  believes  such  dis- 
closure should  be  made  uniformly  available  throughout  the  coun- 
try. Requirements  vary  from  State  to  State  and  disclosure  is  non- 
existent in  many  States.  Information  which  is  difficult  to  obtain  or 
inaccurate  can  lead  to  delays,  increased  cost,  and  faulty  appraisals. 
We  are  committed  to  working  with  Congress  to  improve  access  to 
sales  data. 

Implementation  of  these  concepts  will  help  the  lending  profession 
while  not  endangering  crucial  consumer  protection. 

Now  let  me  address  a  very  different  proposal  which  is  contrary 
to  safety  and  soundness  protection,  the  appraisal  thresholds.  Cur- 
rently the  agencies  have  a  $100,000  threshold  below  which  trans- 
actions do  not  require  an  appraisal  prepared  by  a  State-licensed  or 
State-certified  appraiser. 

The  ridiculously  high  threshold  endangers  the  health  of  our  Na- 
tion's financial  institutions  and  eliminates  an  important  consumer 
protection.  Despite  this,  the  indications  are  the  agencies  are  con- 
templating increasing  it  to  $250,000. 

Mr.  Chairman,  to  raise  the  current  appraisal  threshold  would  be 
bad  public  policy. 

Furthermore,  the  appraisal  reform  measures  in  title  XI  do  not 
represent  a  new  administrative  burden  on  our  Nation's  financial 
institutions.  In  fact,  valuations  of  collateral  have  always  been  an 
integral  part  of  the  underwriting  process. 

The  current  $100,000  threshold  effectively  circumvents  standards 
for  over  50  percent  of  home  sales  and  45  percent  of  commercial 
transactions. 

Mr.  Chairman,  in  1986,  this  subcommittee  estimated  that  over 
10  percent  of  the  total  savings  and  loan  losses  which  are  in  excess 
of  $300  billion  stem  from  residential  problems.  Dangers  exist  in  the 
commercial  area  as  well.  In  a  congressionally  mandated  study. 
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0MB  estimated  that  45  percent  of  all  commercial  transactions 
would  be  exempted  under  the  present  threshold. 

Stated  the  0MB:  "The  importance  of  an  appraisal  increases  with 
the  riskiness  of  the  transaction.  Therefore,  appraisals  by  certified 
or  licensed  appraisers  should  be  particularly  valuable  for  commer- 
cial real  estate  lending,  which  tends  to  be  more  risky  than  residen- 
tial lending." 

We  must  not  forget  the  lessons  we  learned  from  the  savings  and 
loan  crisis.  Effective  elimination  of  the  standards  will  have  a  disas- 
trous consequence  for  our  country's  financial  institutions. 

The  appraisal  reform  measures  of  title  XIprovide  a  very  impor- 
tant protection  to  our  Nation's  consumers.  The  Consumer  Federa- 
tion of  America  and  Consumers  Union  have  advocated  appraisal  re- 
form in  order  to  protect  low-  to  moderate-income  borrowers.  CFA 
has  stated  before  Congress  that  "low-  and  moderate-income  con- 
sumers, particularly  in  a  recession  period,  have  to  move  often  to 
find  or  hold  a  job.  They  enter  a  real  estate  market  they  have  no 
knowledge  of  and  can  be  taken  for  thousands  over  the  market 
price." 

As  you  are  aware,  the  Home  Mortgage  Disclosure  Act  data  indi- 
cated that  blacks  and  Hispanics  are  more  likely  than  white  appli- 
cants to  be  denied  credit.  Regulatory  action  which  reduces  ap- 
praisal standards  for  transactions  over  $100,000  is  contrary  to  the 
interests  of  those  who  may  be  subject  to  discriminatory  practices. 

The  call  for  standards  was  reinforced  in  the  ABA's  mortgage 
lending  task  force.  The  report  said,  "While  appraising  is  not  an 
exact  science,  an  accurate  appraisal  is  a  critical  element  in  the 
mortgage  lending  process  because  it  determines  the  dollar  amount 
of  mortgage  loan  a  property  will  support." 

The  Appraisal  Institute  urges  the  agencies  to  promote  sound 
public  policy  which  protects  applicants  from  unfair  practices.  Many 
of  the  regulatory  relief  recommendations  which  I  have  outlined 
would  help  these  individuals.  However,  raising  the  current  thresh- 
old is  contrary  to  the  interests  of  those  potential  borrowers. 

Making  sure  that  all  applicants  receive  the  benefit  of  a  skilled 
professional  appraiser  accountable  to  the  State  and  required  to  ob- 
serve industry  standards  is  the  type  of  proactive  step  to  fight  dis- 
crimination tnat  can  and  should  be  taken  by  our  Nation's  regu- 
lators. 

Mr.  Chairman,  some  have  testified  that  the  appraisal  reform 
measures  have  resulted  in  a  burden.  This  is  not  the  case.  Evidence 
shows  that  the  cost  for  appraisals  has  not  increased  and  thus  does 
not  deter  lending.  The  results  of  a  national  survey  by  CFA  indicate 
that  the  appraisal  cost  has  not  risen,  nor  is  there  any  correlation 
between  certification  and  the  cost  of  an  appraisal. 

Likewise,  the  Institute  for  Strategy  Development  has  found  that 
appraisal  fees  and  bank  operating  costs  should  not  increase.  The 
new  licensing  procedure,  according  to  the  ISD,  should  spur  an  in- 
crease in  the  supply  of  appraisers,  helping  to  reduce  prices. 

It  should  be  noted  that  the  cost  of  an  appraisal  is  a  very  small 
component  in  the  total  fees  and  costs  that  are  associated  with  a 
real  estate  transaction.  Loan  origination  fees,  title  insurance,  credit 
reports  and  other  fees  are  all  costs  that  must  be  accoimted  for  in 
a  real  estate  transaction. 
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In  conclusion,  it  is  essential  that  all  those  involved  in  the  lending 
process  cooperate  in  a  proactive  fashion  to  make  credit  available  to 
consumers  and  businesses.  We  have  cited  initiatives  today  which 
will  provide  relief  to  our  Nation's  institutions  while  continuing  to 
ensure  that  safety  and  soundness  provisions  are  adhered  to. 

Thank  you. 

[The  prepared  statement  of  Mr.  Fountain  follows:] 
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APPRAISAL  INSTITUTE 

Before  the  Hoase  Committee  on  Government  Operations 

COMMERCE,  CONSUMER  AND  M0NE1ARY  AFFAIRS  SUBCOMMITTEE 

March  23, 1993 


Mr.  Chairman  and  Members  of  the  Subcommittee,  my  name  is  Bernard  J .  Fountain.  I  am 
President  of  the  Appraisal  institute  and  hold  the  MAI  and  SRA  designations.  As  the 
recognized  authority  In  real  estate  appraisal,  the  Appraisal  institute  Is  a  professional 
appraisal  organization  with  more  than  32,000  members  and  affiliates  nationwide.  We 
are  the  leading  appraisal  organization  In  the  United  States  with  rigorous  membership 
qualifications  for  education  and  experience. 

The  Appraisal  institute  appreciates  the  opportunity  to  present  testimony  today  to  help 
the  Subcommittee  address  the  issue  of  availability  of  credit  for  businesses  and  consum- 
ers. Mr.  Chairman,  this  hearing  is  timely  in  light  of  President  Clinton's  recent  announce- 
ment to  help  ease  credit  by  providing  regulatory  relief  to  lending  Institutions,  especially 
in  cases  involving  loans  to  small  businesses.  The  Office  of  the  Comptroller  of  the  Currency 
(OCC),  Federal  Deposit  Insurance  Corporation  (FDIC),  Federal  Reserve  Board  (FRB)  and 
the  Office  of  Thrift  Supervision  (OTS)  hove  issued  on  Interagency  Policy  Statement  on 
Credit  which  focuses  on  ways  to  alleviate  the  apparent  reluctance  by  banks  and  thrifts 
to  lend.  Real  estate  appraisals  and  their  impact  on  real  estate  lending  are  addressed. 

Initially,  the  Appraisal  institute  supports  several  of  the  initiatives  announced  In  the 
interagency  Policy  Statement,  in  fact,  we  have  identified  a  series  of  regulatory 
proposals  which  will  help  facilitate  the  loan  making  process  and  will  outline  them  In  our 
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testimony.  Our  initiatives  notwittistanding,  it  is  imperative  ttiat  safety  and  soundness 
considerations  be  met  and  that  regulatory  measures  associated  witti  the  appraisal 
process  comply  with  the  Intent  of  the  appraisal  reform  legislation  enacted  by  Congress 
in  1989.  The  appraisal  reforms  of  Title  XI  of  FIRREA  were  implemented  to  protect  the 
nation's  financial  institutions,  taxpayers,  and  consumers.  Therefore,  raising,  or  even 
maintaining  the  current  appraisal  threshold  of  $100,000,  below  which  a  licensed  or 
certified  appraiser  is  not  required,  is  not  sound  public  policy.  Current  federal  appraisal 
regulations  effectively  ovoid  state  enforcement  provisions  and  appraisal  industry  stan- 
dards for  over  50%  of  home  sales  and  45%  of  commercial  transactions.  The  current 
threshold  endangers  the  health  of  some  of  our  nation's  financial  institutions  and 
eliminates  on  important  consumer  protection,  particularly  for  those  individuals  who  may 
be  subject  to  improper  discriminatory  lending  practices. 

I  would  further  point  out  that  the  appraisal  reform  measures  enacted  by  Congress  in  the 
Title  XI  of  FIRREA  do  not  represent  an  administrative  burden,  new  or  otherwise,  on  our 
nation's  financial  institutions.  What  Title  XI  did  was  require  that  valuations  utilized  In 
connection  with  federally  related  transactions  be  performed  in  writing,  in  accordance 
with  uniform  standards,  by  individuals  whose  competency  has  been  demonstrated  and 
whose  professional  conduct  will  be  subject  to  effective  supervision. 

Now,  I  would  like  to  outline  the  specific  recommendations  offered  by  the  Appraisal 
Institute  which  ore  intended  to  help  credit  availability  by  streamlining  and  improving  the 
appraisal  process  while  ensuring  that  appropriate  appraisal  standards  and  safeguards, 
as  mandated  by  Congress  in  Title  XI,  are  maintained. 
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REoouiENiMnoN  #1:  Ackaswiedge  the  Valnadon  Concejits  Ib  the  Appraisal  lasdtue's  Mariiet 

Valie  Task  Force  Report 

Currently  appraisers  and  users  of  appraisal  services  utilize  varying  definitions  and  interpre- 
tations of  value  whichiresultslnconfusionand  misunderstanding.  Too  often  oppraisersore 
being  asiced  to  modify  ttieir  conclusions  of  value  wtiich  must  be  identified  as  'Market 
Value,'  whiether  or  not  thie  client  wishes  to  dispose  of  ttie  property  or  hidd  thie  property 
for  a  longer  term.  Suchi  confusion  in  ttie  valuation  process  can  have  an  enormous  Impact 
on  the  ability  to  moke  —  and  obtain  —  loans  and,  thus,  the  health  of  our  economy.  As 
stated  by  the  National  Realty  Committee  In  their  January  of  1993  Report,  entitled 
Addressing  The  Real  Estate  Crisis:  Toward  f  conom/c  Stability  and  Long-Term  Growtti: 

Among  the  root  causes  of  today's  valuation  problems  are  confusion  In  ttie  marketplace 
and  a  host  of  Inconsistencies  surrounding  appraisers  and  appralsais.  Ttie  net  effect  has 
been  a  distortion  of  the  concept  of  'market  value',  forcing  rrxany  performing  loans  Into 
technical  default....  The  Importance  of  resolving  the  confusion  overvaluation  cannot  be 
overemphasized.  Some  bridge  must  be  created  between  the  rrxjrk-to-nxarket,  liquida- 
tion-valuation approaches  often  applied  today — which  result  in  unreallstlcally  low  ap- 
praisals and  valuations  and  long  term  Investment-value  approaches. 

In  order  to  provide  for  consistency  and  uniformity  In  the  valuation  process,  we  urge  the 
federal  regulators  to  consider  the  recommendations  offered  In  the  Appraisal  Institute's 
Special  Task  Force  Report  on  Value  Definitions  (see  attachment  A).  Our  Task  Rjrce  was 
formed  following  landmark  meetings  conducted  lost  year  with  the  Department  of 
Treasury  in  which  the  Appraisal  Institute  worked  cooperatively  with  lenders,  developers, 
and  regulators  to  discuss  the  valuation  process  and  to  determine  ways  In  which  real 
estate  lending  in  the  United  States  could  be  bolstered. 

In  June  of  1992,  our  Task  Force  Issued  Its  conclusions  and  recommendations  which 
Included  a  comparison  of  the  definitions  of  Market  Value.  Liquidation  Value,  and 
Disposition  Value.  The  principles  set  forth  In  our  Task  Force  Report  will  help  ensure  that 
valuations  of  real  estate  In  distressed  markets  and  valuations  of  Income  producing 
properties  serving  as  collateral  are  developed  in  a  consistent  and  uniform  manner. 
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Proper  utilization  of  these  value  concepts  can  help  facilitate  credit-related  and  regula- 
tory decisions.  The  goal  Is  to  provide  a  value  which  most  accurately  reflects  the  value  of 
a  property  under  a  given  set  of  circumstances.  Lenders  can  ma  Ice  a  better  decision 
based  upon  the  long-term  potential  of  a  property  while  regulators  and  examiners  can 
judge  these  loans  more  accurately  and  fairly. 

The  Appraisal  Institute  is  eager  to  continue  positive  dialogue  with  interested  parties  to 
help  provide  consistency  and  understanding  of  value  definitions  as  affected  by  the 
federal  regulations.  We  have  scheduled  meetings  with  all  the  federal  financial  institu- 
tions regulatory  agencies  to  discuss  implementation  of  our  Task  Force  Report. 

R£COMiiEi«DAiiON  #2:  Eliminate  The  Term  Fair  Value  From  The  Real  Estate  Appraisal  Process 

Since  the  term  Fair  Value  is  an  accounting  term  and  not  an  appraising  term,  we  urge  the 
agencies  to  eliminate  use  of  the  term  as  it  relates  to  real  estate  appraisals.  The  Office  of 
the  Comptroller  of  the  Currency  should  a  bolish  the  term,  as  defined  In  1 2  CFR  7.3025(d). 
Confusion  exists  between  appraisers,  lenders,  and  regulators  over  the  application  of  this 
concept.  Use  of  Fair  Value  has  led  to  valuations  which  may  not  accurately  reflect  the 
property's  potential  or  creditworthiness.  In  its  Advisory  Opinion  G-8,  entitled  'Market 
Value  vs.  Fair  Value,"  the  Appraisal  Standards  Board  (ASB)  of  The  Appraisal  Foundation 
concluded  that  the  term  Fair  Value  should  be  eliminated.  The  ASB  advised:  "Informed 
appraisers  and  accountants  should  understand  the  relationship  between  the  account- 
ing term  fair  value  and  the  appraisal  term  morlcet  value  and  be  in  a  position  to  clarify  the 
use  of  these  terms  for  their  common  clients."  Our  Value  Definitions  Task  Force  declared 
that  the  term  fair  value  "is  poorly  defined,  generally  misunderstood,  and  often  Inappro- 
priately applied  In  various  jurisdictions.  The  concerns  addressed  In  the  mid  1970s  by  the 
concept  of  Fair  Value  have  been  satisfied  by  the  conceptual  evolution  of  Market  Value.' 
The  Appraisal  Institute  believes  that  the  term  Fair  Value  has  led  to  costly  confusion  that 
may  result  in  properties  being  improperly  valued,  thus  placing  the  lender's  ability  to  ma  ke 
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loans  at  risk.  We  recommend  that  this  term  be  withdrawn  from  current  appraisal 
regulation. 

Recommendahon  #3  Eliminate  the  Duplicative  Standards  in  the  Agency's  Rales 

The  Appraisal  Institute  believes  the  federal  financial  institutions  regulatory  agencies 
should  dispense  with  the  additional  duplicative  appraisal  standards  set  forth  in  their  1 990 
appraisal  rules. 

Section  m  0(1 )  of  Title  XI  mandated  that  oil  appraisals  be  performed  in  accordance  with 
generally  accepted  standards  asset  forth  by  the  Appraisal  Standards  Board  (ASB)  of  The 
Appraisal  Foundation.  The  ASB  promulgated  the  Uniform  Standards  of  Professional 
Appraisal  Practice  (USPAP)  as  the  industry-wide  standard  for  the  development  of  an 
appraisal  and  the  reporting  of  the  results  of  that  appraisal.  In  their  1 990  appraisal  rules, 
the  federal  financial  institutions  regulatory  agencies  set  forth  additional  standards  with 
which  appraisers  must  comply.  Typically,  these  standards  mirror  or  merely  augment 
USPAP  and  ore  thus  duplicative.  These  standards  could  be  eliminated  without  affecting 
the  Integrity  of  the  appraisals  performed  for  lending  institutions.  Furthermore,  some 
banks  have  developed  a  separate  checklist  for  the  fourteen  points;  this  administrative 
burden  could  be  removed  by  a  simple  administrative  amendment.  The  Appraisal 
Institute  supports  elimination  of  the  additional  duplicative  standards  as  a  way  to  reduce 
the  costs  and  time  associated  with  the  development  and  reporting  of  the  appraisal 
process. 

REcoHHENOiuioN  #4:  Dsc  of  USPAP's  Departure  Provision 

The  Appraisal  Institute  supports  proper  implementation  by  the  federal  financial  Institu- 
tions regulatory  agencies  of  the  Departure  Provision  of  USPAP.  The  Departure  Provision 
recognizesthat  while  standardsoreessentlaiinany  appraisal  report,  all  the  recordkeeping 
requirements  of  USPAP  may  not  be  necessary  in  each  transaction.  Under  USPAP,  the 
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appraisal  report  must  provide  an  analysis,  opinion,  or  conclusion  which  does  not  nnisleod 
or  confuse  the  client,  users  of  the  report,  or  the  public.  However,  in  sp>ecific  limited 
circumstances,  where  the  financial  risic  Is  minimal,  the  financial  institutions,  by  utilizing  the 
Departure  Provision  of  USPAP,  would  be  able  to  provide  less  costly  appraisals  which 
comply  with  the  intent  of  Title  XI  of  FIRREA  and  meet  safety  and  soundness  concerns. 
Utilization  of  the  Depxirture  Provision  would  help  to  reduce  some  of  the  costs  and  time 
associated  with  ttte  appraisal  process.  Rules  governing  the  acceptable  use  and 
appropriate  circumstance  for  use  of  the  Departure  Provision  must  be  carefully  crafted 
to  prevent  abuse  of  the  provision. 

RioMiiiENiMnoN  #S:  Oarify  tke  Abaodaace  Of  Caotion  Eiemptioa 

The  Appraisal  Institute  believes  that  proper  implementation  of  the  abundance  of 
caution  exemption  In  the  current  appraisal  regulations  may  expedite  the  lending 
process.  The  current  exemption  recognizes  that  Title  XI  appraisal  requirements  need  not 
be  applied  for  transactions  In  which  the  real  estate  is  not  a  material  factor  in  nrra king  the 
loan.  This  exemption  relieves  the  lender  and  potential  borrower  of  some  of  the  admin- 
istrative tasks  involved  In  the  transaction  and  helps  to  reduce  costs  In  the  underwriting 
process. 

The  federal  financial  institutions  regulatory  agencies  have  rrxsde  clear  their  position  on 
this  exception.  Stephen  R.  Steinbrlnk.  Acting  Comptroller  of  the  Currency,  pointed  out 
in  his  March  1 7,  1993  testimony  before  this  Subcommirtee:  'Because  snrtall  businesses 
often  have  few  tangible  assets,  tt^r  owners  often  secure  their  loons  with  mortgages  on 
their  places  of  business  or  their  homes,  even  though  the  source  of  repayment  Is  the  cash 
flow  from  the  business.*  Accordingly,  the  agencies  wiH  alter  their  real  estate  appraisal 
rules  so  that  an  appraisal  by  a  Icensed  or  certified  appraiser  for  rrtany  such  loans  would 
not  be  required.  We  urge  the  agencies  to  clarify  n\e  abundonce  of  caution  exemption 
keeping  safety  and  soundnesi  as  a  guiding  principle.  Guldelnes  must  be  carefuly  drawn 


317 

to  guard  against  abuses  of  ttils  exemption. 

Recouienimiion  #6:  Limit  Anthority  Of  Anditon  To  Malce  Adjustments  To  Valne 

The  review  of  appraisals  Is  a  connpiicated  discipline.  In  fact.  Standard  3  of  ttie  Uniform 
Standards  of  Professional  Appraisal  Practice  sets  forth  the  standards  which  must  be 
maintained  in  reviewing  an  appraisal.  Since  many  bank  auditors  are  nor  trained  real 
estate  professionals,  they  should  not  be  engaged  in  valuing  properties  when  analyzing 
the  portfolio  of  banl<s.  One  appraiser  recently  summed  up  the  problem  in  a  letter  written 
to  the  Appraisal  Subcommittee  and  the  American  Bankers  Association  (ABA): 

If  the  loan  is  reviewed  by  an  auditor  due  to  either  random  selection,  performing  loans,  a 
performing  non-performing  loon,  or  non-performing  loons,  cerfoin  decisions  ore  made. 
Though  the  auditor  and  his  supervisor  may  have  hod  on  introductory  course  in  the 
appraisal  process,  the  auditor's  educational  background  is  generally  in  accounting  with 
an  emphasis  toward  auditing.  The  auditor,  at  his  and  his  supervisor's  discretion,  has  the 
authority  to  reduce  the  value  of  a  property  on  the  books  of  the  lender.  A  lender  with  a 
number  of  value  reductions  suffers  significant  negative  Impact  to  the  balance  sheets. 

The  Appraisal  Institute  recognizes  the  importance  of  examinations  to  protect  the  public. 
However,  the  Appraisal  Institute  coils  on  the  federal  regulators  to  refrain  from  changing 
values  without  substantiated  proof  of  error  or  miscalculation.  Further,  auditors  who  wish 
to  change  a  value  should  be  bound  by  Standard  3  of  USPAP.  As  the  leader  in  educational 
products  for  the  real  estate  appraisal  profession,  the  Appraisal  Institute  can  assist  the 
agencies  in  providing  appraisal  education  for  examiners. 

Recommendation  #7:  Encourage  State  Reciprocity  Agreements 

The  Appraisal  Institute  supports  the  establishment  of  State  reciprocity  agreements  and 
issued  a  Position  Paper  to  that  effect  in  July  of  1992  (see  Attachment  B).  Many  appraisers, 
due  to  geographic  location  or  due  to  a  specialized  expertise,  regularly  work  in  different 
states.  Also,  many  financial  institutions  utilize  the  services  of  their  staff  appraisers  through- 
out the  country.  Reciprocity  agreements  among  states  will  allow  appraisers  who  are 
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licensed  or  certifled  in  one  state  to  perform  woric  in  ottier  states  without  costly  deiays  and 
administrative  requirements.  Ttiese  agreements  can  avoid  dupiication  of  effort  and 
dranrKJticaiiy  lessen  ttie  burden  on  lending  Institutions  and  state  regulators  without 
jeopardizing  the  safety  and  soundness  of  our  nation's  financlai  Institutions. 

We  have  joined  with  the  Mortgage  Insurance  Companies  of  America  and  the  American 
Society  of  Farm  Managers  and  Rural  Appraisers  in  urging  Congress  to  support  Section 
1 02,  Real  Estate  Appraisal  Amendment,  of  S.  265  Introduced  by  Senator  Richard  Shelby 
(D-AL)  and  H.R.  962  Introduced  by  Representative  Doug  Bereuter  (R-1-NE)  which  would 
encourage  States  to  develop  appraisal  reciprocity  agreements  among  themselves  (see 
Attachment  C).  Section  102(c)  would  prevent  a  State  appraiser  certifying  or  licensing 
agency  from  Imposing  excessive  fees  or  burdensome  requirements  for  temp>orary 
practice. 

Recomhenduion  #8:  BcqniR  Full  DiidoMUc  Of  Sale*  Dau 

The  Appraisal  Institute  supp>orts  full  disclosure  of  real  estate  sales  data  and  believe  such 
disclosure  should  be  made  uniformly  available  across  the  country.  Current  requirements 
for  the  disclosure  of  such  data  vary  from  state  to  state  and  disclosure  Is  nonexistent  In 
many  states.  Consequently,  obtaining  data  such  as  sales  price,  terms,  and  history  are 
costly  and  time  consuming.  This  Issue  was  reviewed  by  the  Appraisal  Subcommittee 
(ASC)  of  the  Federal  Hnonciol  Institutions  Examination  Council  (FFIEC)  in  a  study  released 
to  Congress  In  August  of  1990.  Pursuant  to  Section  11 22  of  Title  XI,  the  ASC  examined 
whether  the  available  sales  data  and  financing  Information  available  to  real  estate 
appraisers  was  Insufficient  to  permit  appraisers  to  properly  estimate  values  in  connection 
with  federally  related  transactions.  The  study  determined.  In  part,  the  following: 

In  some  jurisdictions.  It  appears  that  sufficient  Information  may  not  be  readily  or  easily 
available  as  a  matter  of  State  law  or  local  practice.  As  a  result,  the  quality  of  appraisals 
depends  to  a  large  degree  on  the  ability  of  appraisers  to  supplement  publicly  available 
data  with  additiorKSi  sources  of  information....  Many  appraisers  hove  come  to  rely  upon 
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private  sources  of  infomrKition  In  order  to  complete  on  appraisal  assignment.  However, 
private  data  rrxay  not  be  easily  verifiable  and  nnay  not  fully  nneet  the  needs  of  appraisers. 

Information  which  is  difficult  to  obtain,  inaccurate,  or  incomplete  can  lead  to  delays, 
increased  costs,  and  faulty  appraisals.  The  Appraisal  Institute  is  committed  to  working 
with  Congress  along  with  federal  and  state  regulatory  agencies  to  implement  proce- 
dures which  would  guarantee  uniform  access  to  soles  data  for  the  appraisal  industry. 

These  proposals  will,  if  implemented,  provide  regulatory  relief  to  lending  institutions  and 
consumers  across  the  country.  These  proposals  comply  with  the  intent  of  Title  XI  and  will 
help  ease  lending.  The  Appraisal  Institute  is  eager  to  woric  to  see  these  suggestions 
implemented. 

Appraisal  Thresholds 

At  this  point,  I  would  like  to  address  the  issue  of  appraisal  thresholds.  Currently,  the  FDIC, 
OCC,  GTS,  and  FRB  have  a  $100,000  threshold,  below  which  federally  related  transac- 
tions do  not  require  an  appraisal  prepared  by  a  state  licensed  or  state  certified 
appraiser.  The  current  threshold  has  a  serious  negative  impact  on  many  of  the  nation's 
financial  institutions,  taxpayers,  and  consumers.  Further,  evidence  shows  that  appraisal 
costs  do  not  constitute  a  regulatory  burden.  Despite  this,  indications  are  that  the 
agencies  are  contemplating  Increasing  the  appraisal  threshold  to  $250,000.  Mr. 
Chairman,  any  proposal  to  raise  the  current  appraisal  threshold  would  be  bod  public 
policy.  Such  a  proposal  would  clearly  undermine  the  intent  of  Title  XI  as  enacted  by 
Congress  in  1 989.  As  I  stated  earlier,  the  appraisal  reform  measures  in  Title  XI  do  not 
represent  a  new  administrative  burden  on  our  nation's  financial  institutions.  In  fact, 
adequate  valuations  of  collateral  have  always  been  on  integral  part  of  the  underwriting 
process. 
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In  enacting  Title  XI,  Congress  recognized  thiat  appraisals  prepared  by  competent  and 
qualified  appraisers  are  a  vital  part  of  sound  underwriting  and  contribute  to  ttie  safety 
and  soundness  of  institutions  Involved  In  real  estate  lending,  in  December  of  1985,  ttiis 
Subcommittee  examined  ttie  Impact  of  faulty  and  fraudulent  appraisals  on  ttie  real 
estate  loans  of  federally  insured  financial  institutions.  After  extensive  tiearings,  ttie 
Subcommittee  issued  Its  Report  entitled  'Ttie  impact  of  Appraisal  Problems  on  Real  Estate 
Lending,  Mortgage  insurance  and  investment  in  ttie  Secondary  Marlcet.'  in  ttiis  Report, 
which!  lead  to  implementation  of  Title  Xi,  ttie  Subcommittee  cited  the  need  for  a  sound 
appraisal  process: 

Faulty  and  fraudulent  real  estate  appraisals  have  become  an  increasingly  serious  national 
problem.  Their  harmful  effects  are  widespread,  pervasive,  and  costly.  They  have  seriously 
damaged  and  contributed  directly  to  the  Insolvency  of  hundreds  of  the  Nation's  financial 
Institutions  and  have  helped  cause  billions  of  dollars  in  losses  to  lenders,  private  mortgage 
insurers,  investors,  and  federal  Insurance  funds.  Responsibility  tor  this  problem  rests  with 
those  who  perform  appraisals  or  base  lending  and  related  mortgage  insurance/Invest- 
ment decisions  on  appraisals  they  know  or  should  have  known  were  improper  or 
inaccurate.  Equally  culpable  are  the  Federal  agencies  that  regulate  or  oversee  lending 
and  rrvDrtgage  Insurance/Investment  activities  and  programs.  The  nature  and  extent  of 
the  appraisal  problem  suggest  that  tor  meaningful  changes  to  occur,  a  broad  array  of 
corrective  measures  will  have  to  be  developed  and  Instituted  by  Federal  regulatory 
authorities,  the  appraisal  Industry,  and  real  estate  finance  and  investment  Interests. 

An  appraisal  threstiold  of  $100,000,  let  alone  $250,000,  poses  a  real  threat  to  nnany 
financial  Institutions.  The  current  $100,000  threshold  effectively  circumvents  state  en- 
forcement provisions  and  appraisal  Industry  standards  for  over  50%  of  home  sales.  In 
some  regions,  where  the  median  home  price  Is  much  lower,  such  as  In  the  South  and  the 
Midwest,  an  even  larger  portion  of  home  sales  would  be  excluded.  Regulators  imple- 
mented the  $  1 00,000  threshold  even  though  billions  of  dollars  of  losses  from  the  Savings 
and  Loan  debacle  involved  single  family  residential  property.  Mr.  Chairman,  In  1 986,  this 
Subcommittee  estimated  that  over  ten  percent  of  the  huge  Savings  and  Loan  lossesstem 
from  residential  problems.  The  Mortgage  Insurance  Companies  of  America  has  also 
reported  substantial  losses  associated  with  routine  residential  transactions.  In  1 989,  the 
members  of  MICA  paid  57,000  claims  totaling  $872  million,  and  the  majority  of  losses 
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occurred  on  properties  valued  at  less  than  $100,000. 

The  current  $  1 00,000  threshold  also  poses  substantial  risks  in  the  commercial  area.  In  a 
Congressionoily  mandated  study  of  a  commercial  threshold,  the  Office  of  Manage- 
ment and  Budget  (OMB)  estimated  that  forty-five  percent  of  all  commercial  transac- 
tions would  be  exempted  under  the  present  threshold.  Stated  the  OMB,  "the  impor- 
tance of  on  appraisal  Increases  with  the  riskiness  of  the  transaction.  Therefore, 
appraisals  by  certified  or  licensed  appraisers  should  be  particularly  valuable  for  com- 
mercial real  estate  lending,  which  tends  to  be  more  risky  than  residential  lending.' 

We  must  not  forget  the  lessons  we  learned  from  the  Savings  and  Loan  Crisis  and  the  bonk 
failures  that  even  now  threaten  the  solvency  of  the  Bank  Insurance  Fund  (BIF).  Effec- 
tively eliminating  appraisal  Industry  standards  and  state  accountability  for  a  majority  of 
home  sales  and  commercial  transactions  In  the  United  States  has  disastrous  safety  and 
soundness  implications  for  our  country's  financial  institutions. 

Consumer  Protection 

The  appraisal  reform  measures  of  Title  Xi  also  provide  a  very  important  protection  to  our 
nations'  consumers.  The  Consumer  Federation  of  America  (CFA)  and  the  Consumers 
Union  have  argued  for  appraisal  reform  in  order  to  protect  potential  homebuyers.  On 
May  1,  1992,  CFA  testified  before  the  House  Banking  Committee  and  urged  Congress 
to  lower  the  appraisal  threshold  level  to  a  mere  $  1 0,000.  Concerned  especially  for  low 
and  moderate  income  applicants,  CFA  argued: 

Homes  that  are  valued  at  less  than  $  1 00,000,  of  which  approximately  50%  of  those  that 
sell  each  year  ore,  can  Just  as  easily  be  subjected  to  false  appraisals  as  those  In  the  higher 
price  range.  Low  income  consumers  must  still  have  an  appraisal,  and  pay  for  an 
appraisal,  to  get  a  home  mortgage  loan  from  most  lenders.  If  an  appraisal  Is  arranged 
by  a  real  estate  broker.  Intent  on  finalizing  a  deal  at  the  contract  price,  a  low  income 
person  could  easily  be  subjected  to  false  appraisals  that  simply  put  the  house  value  at 
the  contract  price  without  evaluating  the  market  properly,  without  evaluating  the  site 
properly....  Low  and  nrxjderate  income  consumers,  particularly  In  a  recession  period. 
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have  to  move  often  to  And  and  tiold  a  Job.  Ttwy  enter  a  real  estate  marlcet  they  have 
no  knowledge  of  and  can  be  taken  for  thousands  over  the  actual  market  price. 


Discrimioatioa 

The  current  appraisal  threshold  of  $  1 00,000  Is  particularly  damaging  in  today's  lending 
climate.  Asyouareav/are,  the  1990and  1991  Home  Mortgage  Disclosure  Act  (HMDA) 
data  and  the  1 992  report  by  the  FI?B  Bank  of  Boston  indicate  that  Blacks  and  Hispanlcs 
applying  for  mortgage  loans  at  lending  institutions  were  more  likely  than  White 
applicants  to  be  denied  credit.  In  light  of  the  HMDA  data,  regulatory  action  which 
reduces  appraisal  standards  for  transactions  below  $  1 00,000  is  contrary  to  the  interests 
of  those  who  may  be  subject  to  discriminatory  practices.  The  Appraisal  institute  is  eager 
to  work  with  Congress  and  the  federal  and  state  regulators  to  craft  policies  and 
procedures  which  would  assure  equal  access  to  mortgage  credit  for  all  individuals.  We 
recently  delivered  a  letter  to  the  FRB's  Consumer  Advisory  Council  outlining  some  pf  the 
dangers  of  the  higher  threshold  and  possible  ways  to  combat  lending  discrimination 
(see  Attachment  D). 

The  Appraisal  Institute  Is  currently  working  with  the  ABA,  Fannie  Mae,  and  Freddie  Mac 
to  develop  an  appraisal  manual  relative  to  low  and  moderate  income  lending,  in  July 
of  1992  we  sponsored  a  panel  discussion  on  low  and  moderate  income  housing  at  our 
Annual  Conference  In  Boston.  The  panel  Included  appraisers  and  leading  lenders  in  the 
area  of  community  lending. 

The  importance  of  maintaining  appraisal  standards  and  a  state  enforcement  mecha- 
nism for  appraisals  performed  In  low  and  moderate  and  minority  communities  is  clear. 
On  February  24,  1993,  the  Association  of  Community  Organizations  for  Reform  Now 
(ACORN)  testified  before  the  Senate  Banking  Committee  and  called  for  effective 
regulation  of  the  appraisal  industry.  ACORN  was  gravely  concerned  that  a  lack  of 
effective  appraisal  standards  lead  "appraisers  [to]  low-bail  properties  In  low-income 
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and  minority  communities,  maldng  many  liomes  unmortgageabie.  Uniform  standards 
to  guard  against  thiis  practice  shouid  be  created,  and  if  necessary,  a  federal  regulator 
within  HUD  stiouid  be  established  to  monitor  compliance.' 

The  importance  of  appropriate  appraisal  standards  was  reinforced  In  the  ABA's 
Mortgage  Lending  Task  Force  Report  issued  on  May  21,  1992: 

While  apRroising  is  not  on  exact  science,  an  accurate  appraisal  Is  a  critical  element  in 
the  mortgage  lending  process  because  it  determines  the  dollar  amount  of  mortgage 
loan  a  property  will  support.  If  the  appraisal  is  below  market  value,  potential  buyers  will 
have  to  mo  ke  a  large  down  payment-  and  this  may  ma  ke  the  purchase  impossible.  ABA 
has  begun  a  cooperative  effort  with  the  Appraisal  Institute  to  identify  the  problenns  from 
both  the  lender  and  appraiser  perspective. 

The  Appraisal  Institute  urges  the  federal  financial  institutions  regulatory  agencies  to 
promote  public  policy  which  protects  minority  and  low  and  moderate  income  appli- 
cants from  unfair  credit  practices.  Many  of  the  regulatory  relief  recommendations 
which  I  outlined  earlier  in  my  testimony  would  help  these  individuals.  However,  raising, 
or  even  maintaining,  the  current  threshold  is  contrary  to  the  interests  of  those  who  may 
be  subject  to  improper  discriminatory  lending  practices.  As  Chairman  Henry  B. 
Gonzalez  (D-Texas)  stated  at  a  joint  HMDA  hearing  conducted  by  the  House  Subcom- 
mittee on  Consumer  Affairs  and  the  House  Subcommittee  on  Housing  and  Community 
Development  on  May  14,  1992:  'Let  us  hope  that  this  hearing  enables  all  witnesses 
before  us  to  examine  their  respective  responsibilities  and  lay  out  what  proactive  steps 
can  be  token  to  stem  this  continuing  disease  of  racial  discrimination."  Making  sure  that 
all  applicants  receive  the  benefit  of  a  skilled  professional  appraiser,  accountable  to  the 
State  and  required  to  observe  industry  standards,  is  the  type  of  proactive  step  that  con 
and  should  be  taken  by  our  nation's  federal  regulators. 
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Appnisab  D«  NOT  CMidMe  •  RcgihlMjr  Budca 

Mr.  Chairman,  some  have  testified  t>efore  you  that  the  appraisal  reform  measures  of  Title 
XI  hove  resulted  in  a  regulatory  burden.  As  I  discussed  earlier,  there  are  appraisal  Industry 
regulatory  relief  measures  which.  If  implemented,  would  ease  the  credit  crunch.  How- 
ever. I  wont  to  make  one  thing  clear:  THE  APPRAISAL  REFORM  MEASURES  OF  TITLE  XI  DO 
NOT  CONSTITUTE  A  REGULATORY  BURDEN. 

Rrst,  evidence  shows  that  the  costs  for  quality  appraisals  have  not  increased  and  thus  do 
not  deter  lending.  The  Appraisal  Subcommittee  (ASC)  of  FFIEC,  in  their  1992  Annual 
Report  recently  submitted  to  Congress,  found  that  over  66,000  real  estate  appraisers 
were  licensed  and  certified.  With  the  numbers  still  Increasing,  marketplace  competition 
has  kept  appraisal  fees  stable.  The  results  of  a  national  survey  by  the  CFA,  on  behalf  of 
its  50  million  members.  Indicate  that  appraisal  costs  have  not  risen  nor  is  there  any 
correlation  between  a  certification,  or  even  a  designation,  and  the  cost  of  an  appraisal. 
According  to  the  CFA,  'certification  of  some  sort  is  already  wide-spread  and  easy  to  find, 
and  banks  and  rrxirtgage  companies  all  require  the  standard  forms  they  provide.  CFA 
finds  no  evidence  of  added  costs  that  would  substantially  alter  the  price  of  appraisals  for 
the  consumer."  The  Irwtitute  for  Strategy  Development  (ISD),  a  financial  services 
consulting  firm  in  Washington.  DC,  conducted  a  study  entitied  'Safety  And  Soundness 
implications  Of  Alternative  De  Minimis  Tests.*  The  study  concluded  that  appraisal  fees 
and  bank  operating  costs  should  not  increase  under  a  low  threstiold  test.  The  new 
licensing  procedures,  according  to  ISD.  'should  spur  an  Increase  In  the  supply  of 
appraisers,  helping  to  reduce  prices.' 

It  stK^uld  be  noted  ttiot  ttie  cost  of  an  appraisal  is  a  very  srr>all  component  In  the  total  fees 
and  costs  that  are  associated  with  a  real  estate  transaction.  Loan  origination  fees,  titie 
Insurance,  credit  reports,  surveys,  environmental  audits,  and  brokerage  corrvnisdoru  are 
all  costs,  in  addition  to  an  appraisai  fee.  that  must  be  accounted  for  in  a  real  estate 
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transaction.  Attactied  witti  ttiis  testimony  are  the  settlement  costs  of  a  sample 
transaction  whilch  demonstrates  the  fallacy  of  the  argument  that  appraisal  costs 
discourage  real  estate  lending  (see  Attachment  E). 

Second,  concerns  regarding  a  lack  of  available  appraisers  or  delays  In  obtaining 
appraisal  services  must  be  laid  to  rest.  In  fact,  the  National  Association  of  Realtors  (N  AR) 
stated  in  their  February  1  st,  1 993  Realtor  News  that  *no  appraiser  shortages  have  been 
reported  by  members.' 

You  should  also  be  aware  that  the  requirements  for  state  licensing  are  not  burdensome. 
The  Appraiser  Qualifications  Board  (AQB)  of  The  Appraisal  Foundation  has  recom- 
mended minimum  qualifications  of  seventy-five  hours  of  education,  2,000  hours  of 
experience,  and  passage  of  a  State  examination  as  being  adequate  minimum 
qualifications.  Seventy-five  hours  represents  course  woric  of  roughly  two  and  a  half 
weeks.  Further,  in  the  event  that  an  individual  may  lock  the  necessary  education  or 
experience  required  for  licensing,  they  may  take  advantage  of  transitional  licensing  in 
many  states. 

In  conclusion,  it  is  essential  that  all  industries  cooperate  in  a  proactive  fashion  to  ma  ke 
credit  available  to  businessesand  consumers.  The  Appraisal  Institute  has  cited  initiatives 
today  which  would  provide  regulatory  relief  to  our  nation's  lending  Institutions  and 
consumers  while  ensuring  that  safety  and  soundness  and  consumer  protection  consid- 
erations are  adhered  to.  I  appreciate  the  opportunity  to  testify  before  your  Subcommit- 
tee and  look  forward  to  working  with  you  in  the  future. 
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Special  Task  Force  on  Value  Deflnitions 


Appointed  By: 
Members: 

Dale: 

Task  Force  Charge: 


Patricia  J.  Marshall,  MAI,  President  of  the  Appraisal  Institute 

J.  Carl  Schultz,  Jr.,  MAI,  Chairman;  J.B.  Featherston,  MAI; 
James  E.  Gibbons,  MAI;  Ritch  LeGrand,  MAI;  Robert  L. 
Parson,  MAI 

June  17-19,  1992 

To  address  the  appraisal  related  issues  involved  in  the 
applications  of  the  terms  Market  Value,  Fair  Value, 
Liquidation  Value  and  other  such  terms  in  today's  marketplace 
as  such  marketplace  is  affected  by  relevant  federal  regulations 
pertaining  to  federally  insured  financial  institutions.  To 
develop  new  or  alternative  deflnitions  for  such  value  concepts 
for  presentation  to  the  Appraisal  Institute  Executive 
Committee. 


REPORT 


PREAMBLE 

A  major  component  of  contemporary  appraisal  practice  is  in  relation  to  federally  regulated 
flnancial  institutions.  Considerable  confusion  exists  among  appraisers,  reviewers,  lenders, 
and  regulators,  with  regard  to  the  deflnitions  of  Market  Value  and  Fair  Value  utilized  by 
federal  regulatory  agencies.  This  confusion  has  been  intensified  since  the  rules 
implementing  the  Federal  Financial  Institutions  Reform,  Recovery  and  Enforcement  Act  of 
1989  (FIRREA)  established  the  requirement  that,  in  connection  with  Market  Value  estimates, 
the  appraiser  "analyze  and  report  a  reasonable  marketing  period." 

Because  of  this  requirement,  the  Appraisal  Standards  Board  (ASB)  of  The  Appraisal 
Foundation  has  developed  its  Final  Exposure  Draft  of  a  "Statement  on  Reasonable  Exposure 
Time  in  Market  Value  Estimates"  (see  Attachment  I).  Scheduled  for  adoption  in  September 
1992,  to  be  effective  January  1,  1993,  the  ASB  statement  is  accompanied  by  two  Advisory 
Opinions.   One  offers  advice  to  the  appraiser  on  methods  of  estimating  marketing  lime  and 
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the  relationship  of  marketing  time  to  the  appraisal  process.  The  other  concerns  the 
confusion  between  the  terms  "Market  Value"  and  "Fair  Value."  (ASB  statements  have  the 
full  weight  of  a  Standards  Rule  and  are  binding  on  an  appraiser  subject  to  the  Uniform 
Standards  of  Professional  Appraisal  Practice.  Advisory  Opinions  issued  by  the  ASB  are 
issued  to  illustrate  the  applicability  of  appraisal  standards  in  specific  situations  and  to  offer 
advice  for  the  resolution  of  appraisal  issues  and  problems.) 

The  Department  of  the  Treasury  has  been  holding  discussion  meetings  with  representatives 
of  the  regulatory  agencies  and  the  private  sector  regarding  "Real  Estate  Capital  and  Credit 
Availability  Issues."  (See  Attachments  II  and  III  which  are  the  agenda  and  attendance  roster 
of  the  4.7.92  and  5.12.92  meetings.)  The  consensus  of  these  meetings  was  support  and 
encouragement  for  the  Task  Force  charge. 

The  Special  Task  Force  met  June  17  through  19  to  consider  these  problems  and  discuss  the 
possible  impact  of  the  ASB  Statement  and  Advisory  Opinions  on  the  professional  services 
provided  by  appraisers.  The  results  of  these  discussions  are  summarized  in  the  attached 
report,  along  with  recommendations  of  the  Special  Task  Force. 
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Summary  of  Recommendations 

Currently,  appraisers  and  users  of  appraisal  services  are  utilizing  various  interpretations  of 
Market  Value  and  Fair  Value  which  result  in  confusion  and  misunderstanding. 
Compounding  the  confusion  is  the  treatment  of  whether  exposure  of  the  subject  property  to 
a  market  occurs  prior  to  or  after  the  effective  date  of  the  appraisal.  In  addition,  current 
actual  market  conditions  surrounding  many  appraisal  assignments  are  not  open  and 
competitive.  Much  of  the  confusion  created  from  the  combination  of  the  above  factors  is 
the  result  of  a  blending  of  different  value  scenarios,  all  of  which  are  sometimes  identified 
as  "Market  Value."  An  illustration  of  a  problem  facing  appraisers  in  some  markets  is 
included  as  Attachment  IV. 

This  Special  Task  Force  reaffirms  the  dominant  role  of  Market  Value  in  the  appraisal 
process  and  recommends  recognizing  the  differences  among  valuation  scenarios  detailed  as 
follows.    Basic  differences  between  Market  Value  and  two  other  value  concepts  include: 

1.  In  Market  Value  estimates,  reasonable  exposure  in  the  open  market 
includes  not  only  that  reasonable  time  was  allowed  to  expose  the 
property  to  the  market,  but  also  that  a  reasonable  and  adequate 
marketing  effort  had  occurred.  In  the  other  valuation  scenarios  either 
time,  effort,  or  both  are  curtailed  to  some  degree. 

2.  In  Market  Value  estimates,  all  elements  of  the  definition  must  be 
present.  Transactions  that  do  not  meet  the  various  components  of  the 
definition  should  be  qualified  as  non-market  transactions  and  adjusted 
as  necessary. 

3.  Reasonable  exposure  time  in  Market  Value  estimates  precedes  the 
effective  date  of  the  appraisal,  and  that  exposure  is  to  an  open  and 
competitive  market.  There  has  been  no  exposure  to  the  market  in  the 
other  valuation  scenarios.  Rather,  the  marketing  program  is 
anticipated  to  occur  after  the  effective  date  of  the  appraisal 
(Prospective  Value)  and  the  marketing  program  is  anticipated  to  occur 
not  necessarily  in  an  open  and  competitive  market,  but  in  the  current 
actual  market. 

It  is  this  Task  Force's  conclusion  and  recommendation  that: 

1.  Market  Value  is  the  foundation  of  the  valuation  discipline  but  the 
definition  should  be  rearranged  to  more  clearly  explain  its  meaning 
and  enable  the  definition  to  be  more  easily  compared  with  other  value 
definitions. 
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2.  A  new  dennition  identified  as  "Disposition  Value"  should  be  adopted. 
The  deflnition  should  be  utilized  during  circumstances  when  the  client 
intends  to  dispose  of  the  property  within  a  speciHed  time  period  after 
the  valuation  date  (Prospective  Valuation)  which  is  shorter  than  the 
appraiser's  estimate  of  a  reasonable  marketing  period  in  relation  to 
his/her  Market  Value  estimate. 

3.  The  generally  accepted  deHnition  of  "Liquidation  Value",  as 
evidenced  in  the  Dictionary  of  Real  Estate  Appraisers,  should  be 
redefined  and  expanded  to  allow  direct  comparison  with  the  definitions 
of  Market  Value  and  Disposition  Value  to  emphasize  the  differences. 

4.  The  "Fair  Value"  concept  for  real  property  appraisals  should  be 
abolished  immediately.  It  is  poorly  defined,  generally  misunderstood, 
and  often  in^propriately  applied  in  various  jurisdictions.  The 
concerns  addressed  in  the  mid  1970s  by  the  concept  of  Fair  Value 
have  been  satisfied  by  the  conceptual  evolution  and  application  of 
Market  Value. 

5 .  The  Executive  Committee  accept  these  recommendations  and  authorize 
the  President  to  submit  this  report  and  recommendations  to  the  U.S. 
Department  of  the  Treasury,  the  Appraisal  Standards  Council  of  the 
Appraisal  Institute,  the  Federal  Financial  Institutions  Regulatory 
Agencies,  and  other  appropriate  entities  for  adoption  and 
implementation. 

6.  The  Executive  Committee  authorize  the  President  to  submit  these 
recommendations  to  the  Appraisal  Standards  Board  (ASB)  of  the 
Appraisal  Foundation  for  their  consideration  as  they  relate  to  the 
Uniform  Standards  of  Professional  Appraisal  Practice  (USPAP)  and 
to  recommend  to  the  ASB  that  they  develop  appropriate  Standards, 
Statements,  and/or  Advisory  Opinions  relating  to  these  issues. 

7.  The  Appraisal  Institute  develop  sources  to  assist  in  the  improvement 
of  communications  between  the  appraiser  and  users  of  appraisal 
services  to  understand  the  distinctions  among  these  value  concepts  and 
how  they  relate  to  the  needs  of  the  client. 

8.  The  Appraisal  Institute  develop  seminars  to  educate  members, 
affiliates,  other  appraisers,  regulatory  agencies,  financial  institutions, 
AICPA,  the  American  Bar  Association,  and  other  affected  parties  as 
to  the  distinctions  among  these  value  definitions  and  their  applicability 
under  varying  situations. 
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MARKET  VALUE 

Most  aspects  of  the  term  'Market  Value'  are  widely  understood.  The  term  is  soundly 
developed  and  supported  by  appraisal  literature,  statutes,  and  court  precedents.  Further,  it 
is  consistent  with  the  Treasury  Department's  directives  to  field  examiners  that  valuation  for 
regulatory  purposes  should  encompass  the  long  term  benefits  of  property  ownership,  i.e.,  the 
'present  worth  of  fiiture  benefits." 

Market  Value  is  based  on  the  concept  of  an  open  and  competitive  market  in  which  typical 
transactions  are  free  of  the  aspects  of  duress  or  forced  liquidation.  To  estimate  "Market 
Value"  during  a  period  of  very  limited  market  activity  is  extremely  difficult  and  challenging. 
The  key  to  the  proper  analysis  of  sales  transactions  in  comparison  to  the  subject  is  for 
circumstances  to  parallel  the  definition  of  market  value.  To  the  extent  that  any  of  the 
conditions  of  a  sale  differ  substantially  from  the  elements  in  the  definition,  without  appropriate 
adjustment,  the  transaction  fails  as  evidence  of  Market  Value.  During  some  periods  of 
distressed  market  conditions.  Market  Value  may  imply  a  price  at  which  a  transaction  will  not 
occur  until  such  time  as  conditions  in  the  market  match  the  definition  of  Market  Value. 
During  these  periods,  Disposition  Value  or  Liquidation  Value,  as  subsequently  defined,  may 
also  be  needed  to  make  a  sound  business  decision  concerning  real  property. 

Attachment  V  includes  the  current  definition  of  Market  Value  utilized  by  the  Federal  Financial 
Regulatory  Agencies  for  federally  related  transactions. 

The  following  is  the  suggested  clarification  and  rearrangement  of  the  Market  Value 
definitions: 

The  most  probable  price  which  a  specified  interest  in  real  property  is  likely  to  bring  under  all 
of  the  following  conditions: 

1.  Consummation  of  a  sale  as  of  a  specified  date. 

2.  Open  and  competitive  market  for  the  property  interest  appraised. 

3.  Buyer- and  seller  each  acting  prudently  and  knowledgeably. 

4.  Price  not  affected  by  undue  stimulus. 

5.  Buyer  and  seller  typically  motivated. 

6.  Both  parties  acting  in  what  they  consider  their  best  interest, 

7.  There  were  adequate  marketing  efforts  and  a  reasonable  time  was 
allowed  for  exposure  in  the  open  market. 

8.  Payment  made  in  cash  in  U.S.  dollars  or  in  terms  of  financial 
arrangements  comparable  thereto. 

9.  Price  represents  the  normal  consideration  for  the  property  sold 
unaffected  by  special  or  creative  financing  or  sales  concessions  granted 
by  anyone  associated  with  the  sale. 

Note:  This  definition  could  also  be  modified  to  provide  for  valuation  with  specified  financing 
terms. 
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DISPOSITION  VALUE 


Disposition  Value  is  the  valuation  scenario  which  reflects  an  orderly  sale  of  the  real  property 
rights  after  the  valuation  date  under  conditions  where  the  time  frame  for  selling  the  property 
rights  is  limited  to  a  period  specified  by  the  client.  Disposition  Value  differs  from  Market 
Value  in  the  following  ways: 

1.  Market  Value  estimates  are  provided  "as  of  a  specified  date.  As  a 
result,  the  "reasonable  exposure"  to  the  open  market  has  occurred 
prior  to  the  effective  date  of  the  appraisal.  Disposition  Value  is  not 
"as  of"  a  specified  date,  since  the  transaction  is  expected  to  occur  in 
the  future  (Prospective  Value).  There  are,  therefore,  a  range  of  dates 
during  which  a  transaction  may  be  expected  to  occur.  The  key 
wording  in  the  definition  of  Disposition  Value,  therefore,  is  the 
"consummation  of  a  sale  within  a  limited  future  marketing  period 
specified  by  the  client." 

2.  Market  Value  estimates  assume  an  open  and  competitive  market  for 
the  property  rights  being  appraised.  The  Disposition  Value  scenario 
does  not  assume  open  and  competitive  market  conditions;  current 
actual  market  conditions  are  considered  in  the  value  estimate. 

3.  Market  Value  estimates  imply  that  the  "price  is  not  affected  by  undue 
stimulus"  and  that  the  "buyer  and  seller  are  typically  motivated." 
Under  the  Disposition  Value  scenario,  the  buyer  is  "typically 
motivated",  but  the  seller  is  usually  under  some  compulsion  to  sell. 
Therefore,  to  some  degree,  an  undue  stimulus  may  be  present. 

4.  Under  the  Market  Value  scenario,  the  exposure  to  the  market  (in 
terms  of  time  and  effort)  has  transpired  prior  to  the  effective  date  of 
the  appraisal.  Under  the  Disposition  Value  scenario  the  marketing 
effort  and  exposure  to  the  market  occur  after  the  effective  date  of  the 
appraisal. 

5.  Market  Value  estimates  imply  that  an  adequate  marketing  effort  and 
reasonable  time  for  exposure  occurred  prior  to  the  effective  date  of  the 
appraisal.  Under  the  Disposition  Value  scenario,  although  there  is 
limited  time  allowed  for  completing  the  anticipated  sale,  the  marketing 
effort  is  assumed  to  be  adequate,  considering  that  limited  time  frame. 

6.  When  a  period  of  steady  economic  conditions  exists  and  is  anticipated 
to  continue  into  the  future,  and  when  supply  and  demand  factors  for 
the  property  rights  are  balanced  and  there  are  willing  buyers  and 
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sellers  not  under  duress,  a  Market  Value  estimate  and  a  Disposition 
Value  estimate  should  approximate  the  same  number. 

In  an  improving  market,  Disposition  Value  would  likely  exceed 
Market  Value  since  the  estimate  of  Market  Value  presumes  the 
exposure  period  and  marketing  effort  have  already  occurred,  whereas 
the  estimate  of  Disposition  Value  presumes  that  the  marketing  period 
and  effort  are  yet  to  occur.  In  a  declining  market,  Market  Value 
would  likely  exceed  Disposition  Value  for  the  same  reason. 

The  following  is  the  suggested  definition  of  Disposition  Value: 

The  most  probable  price  which  a  specified  interest  in  real  property  is  likely  to  bring  under 
all  of  the  following  conditions: 

1.  Consummation  of  a  sale  within  a  limited  future  marketing  period 
specified  by  the  client. 

2.  Current  actual  market  conditions  for  the  property  interest  appraised. 

3.  Buyer  and  seller  each  acting  prudently  and  knowledgeably. 

4.  Seller  under  compulsion  to  sell. 

5.  Buyer  typically  motivated. 

6.  Both  parties  acting  in  what  they  consider  their  best  interests. 

7.  Adequate  marketing  effort  made  for  the  limited  time  allowed  for 
completion  of  a  sale. 

8.  Payment  made  in  cash  in  U.S.  dollars  or  in  terms  of  fmancial 
arrangements  comparable  thereto. 

9.  Price  represents  the  normal  consideration  for  the  property  sold 
unaffected  by  special  or  creative  fmancing  or  sales  concessions 
granted  by  anyone  associated  with  the  sale. 

Note:     This  deflnition  could  also  be  modified  to  provide  for  valuation  with  specified 
financing  terms. 
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LIQUIDATION  VALUE 


Liquidation  Value  reflects  a  situation  where  there  is  a  forced  sale  of  the  real  property  rights. 
In  this  scenario  the  time  frame  for  selling  the  property  rights  is  severely  constrained  and  is 
specified  by  the  client.  If  the  specified  time  frame  under  the  Disposition  Value  scenario 
were  to  be  shortened  to  a  point  where  the  marketing  effort  and/or  time  allowed  for  a 
marketing  period  was  too  short  to  allow  an  orderly  sale,  a  Disposition  Value  scenario  would 
become  a  Liquidation  Value  scenario.  Liquidation  Value  differs  from  Disposition  Value  in 
the  following  ways: 

1 .  Under  the  Disposition  Value  scenario  the  future  marketing  period  is 
somewhat  limited.  In  liquidation  situations  the  future  marketing 
period  is  severely  limited.  This  severe  limitation  is  considered  under 
Liquidation  Value. 

2.  Under  the  Disposition  Value  scenario  the  buyer  and  seller  are  each 
acting  prudently  and  knowledgeably.  In  liquidation  situations,  and 
under  the  Liquidation  Value  scenario,  the  buyer  is  acting  prudently 
and  knowledgeably,  but  the  seller  may  or  may  not  be  acting  prudently 
and  knowledgeably. 

3.  Under  both  Disposition  and  Liquidation  scenarios  the  seller  is  under 
compulsion  to  sell.  In  liquidation  situations,  and  in  the  definition  of 
Liquidation  Value,  the  seller  is  under  extreme  compulsion  to  sell. 

4.  The  Disposition  Value  scenario  implies  that  both  the  buyer  and  the 
seller  are  acting  in  what  they  consider  their  best  interests.  Under  the 
Liquidation  Value  scenario,  however,  although  the  buyer  is  acting  in 
what  he/she  considers  his/her  best  interests,  the  seller  is  not. 

5.  Under  the  Disposition  Value  scenario,  although  the  time  frame 
allowed  for  marketing  the  property  rights  is  so.-newhat  limited,  the 
marketing  effort  is  orderly  and  adequate.  Undf  the  Liquidation 
Value  scenario,  on  the  other  hand,  the  time  frame  f:.r  marketing  the 
property  rights  is  so  severely  limited  that  an  adequate  marketing 
program  cannot  be  adopted.  Under  Liquidation  Value,  therefore,  both 
the  lime  period  allowed  for  marketing  the  property  and  the  marketing 
effort  are  limited. 
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The  following  is  the  suggested  dennition  of  Liquidation  Value: 

The  most  probable  price  which  a  specified  interest  in  real  property  is  likely  to  bring  under 
all  of  the  following  conditions: 

1.  Consummation  of  a  sale  within  a  severely  limited  future  marketing 
period  specified  by  the  client. 

2.  Current  actual  market  conditions  for  the  property  interest  appraised. 

3.  Buyer  acting  pnidenlly  and  knowledgeably. 

4.  Seller  under  extreme  compulsion  to  sell. 

5.  Buyer  typically  motivated. 

6.  Buyer  acting  in  what  he/she  considers  his/her  best  interests. 

7.  Limited  marketing  effort  and  time  to  be  allowed  for  completion  of  a 
sale. 

8.  Payment  made  in  cash  in  U.S.  dollars  or  in  terms  of  fmancial 
arrangements  comparable  thereto. 

9.  Price  represents  the  normal  consideration  for  the  property  sold 
unaffected  by  special  or  creative  financing  or  sales  concessions 
granted  by  anyone  associated  with  the  sale. 

Note:     This  deflnition  could  also  be  modified  to  provide  for  valuation  with  specified 
financing  terms. 

On  the  following  page  is  a  comparison  chart  summarizing  the  differences  between  Market 
Value,  Disposition  Value,  and  Liquidation  Value. 
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Special  Task  Force  on  DEnNmoN  oiF  Market  Value/Fair  Vauie 
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ATTACHMENT  I 


Sherwood  Dahaflon 


OMid  A.  Oiaou.  Jr. 
lohaL.  Odd 
lUldiUGnnd 


TO: 
FROM: 

DATE: 
RE: 


Mt.N.W.   •  SaittmO  •  WuHnfloo.  DC  SUM  •  a02)MT-TT22  •  FAX:  (1021)47-7717 


HNAL  EXPOSURE  DRAFT 

Interested  Parties 

John  J.  Leaty,  C3ialrman 
Appraisal  Standards  Board 

Jnne  1<,  1992 

SUtement  on  Reasonable  Exposure  Time  In  Market  Valne  Estimates 

Related  Advisory  Opinions  on 
Mailceting  lime  Estimates  in  FIRRE4  Appraisal  AssignmenU 
Market  Value  vs.  Fair  Value  in  Real  Property  Appraisals 


Attached  is  a  final  exposure  draft  of  a  Statement  on  Reasonable  Exposure  Tuie  in 
Marlcet  Value  Estimates  with  related  Advisory  Opinions  on  Marketing  Time 
Estimates  in  FIRREA  Appraisal  Assignments  and  Market  Value  vs.  Fair  Value  in 
Real  Propetty  Appraisals. 

The  attadied  final  expostire  draft  is  submitted  for  your  infonnation  and  conunenL 
Tbe  intent  of  this  process  is  to  inform  and  obtain  comments  from  appraisers,  usen 
of  appraisal  services,  and  the  public  In  this  regard,  we  encourage  all  interested 
parties  to  comment  in  writing  to  the  Appraisal  Standards  Board  (ASB)  of  The 
Appraisal  Fouodation  prior  to  the  deadline  of  July  31, 1992.  Written  comments  will 
be  considered  during  the  regular  meeting  of  the  ASB  on  September  14-16, 1992. 

Final  action  to  adopt  or  reject  the  proposed  amendments  or  a  modified  venioa 
thereof  will  be  taken  by  the  ASB  in  open  session  at  the  September  14-16,  1992 
meeting  or  at  a  later  meeting  at  a  time  and  place  to  be  aimounced. 

Regular  me«ttingi  of  the  Appraisal  Standards  Board  are  open  to  attendance  by 
interested  patties  including  appraisers,  the  users  of  appraisals,  appraisal  regulaton, 
members  of  the  general  public  and  the  media,  space  permitting.  Participation  at 
meetings  is  limited  to  members  of  the  Appraisal  Standards  Board,  staff  and  those 
invited  to  paitidpate  by  the  Chair.  Any  individual  who  wishes  to  address  the 
Appraisal  Standards  Board,  and  thereby  participate  in  the  meeting,  should  submit  a 
written  request  to  tbe  Chair  at  least  15  days  prior  to  tbe  Meeting.  The  request 
shoukl  indicate  the  subject  matter  of  tbe  proposed  presentation  and  the  reasons  why 
the  request  is  being  made.  The  final  decision  on  a  request  for  outside  paftidpatioa 
rests  with  the  Chair  based  on  relevance  of  the  proposed  presenution  to  tbe  agenda 
and  time  constraints. 
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ATTACHMENT  I  (Conl.) 


Appraisal  Standards  Board  of  The  Appraisal  Rxmdatim 


FINAL  EXPOSURE 

UKIFORM  STAKDARDS  OF  FROFESSIOHAL  APPRAISAI.  PRACTICE 

PROPOSED  STATEMENT  ON 

REASONABLE  EXPOSURE  TIME  IN  MARKET  VALUE  ESTIMATES 

issued  for  coDDant  by  tba 
Appraisal  Standards  Board 

of 
Tba  Appraisal  Foxindatlon 

RATIONALE  FOR  CHANQES  IN  FINAL  EXPOSURE  DRAFT 

The  comments  to  the  first  and  second  exposure  drafts  were 
thoughtful  and.  In  some  cases,  extensive.  The  ASB  considered  and 
discussed  each  comment  at  its  March  2-3  meeting  and  June  2-3 
meeting,  and  conducted  a  public  hearing  on  June  1  as  part  of  this 
process. 

At  the  June  2-3  meeting,  the  ASB  voted  to  change  the  word 
"marketing"  in  the  Comment  to  Standards  Rule  1-2  (b)  to  the  word 
"exposure",  consistent  with  the  intent  noted  in  the  second  exposure 
draft.  As  a  result,  the  Comment  to  Standards  Rule  1-2  (b)  is 
clarified  and  now  states: 

If  the  concept  of  reasonable  exposure  in  the  open  market  is 
Involved,  the  appraiser  should  be  specific  as  to  the  estimate 
of  exposure  time  linked  to  the  value  estimate. 

This  final  exposure  draft  separates  the  issue  of  Reasonable 
Exposure  Time  in  Market  Value  Estimates  (still  addressed  in  a 
proposed  Statement  on  Appraisal  Standards)  from  the  issue  of 
Marketing  Time  Estimates  in  FIRREA  Appraisal  Assignments  (now 
addressed  in  an  Advisory  Opinion) .  This  addresses  the  continuing 
concern  of  commenters  that  the  distinction  between  these  concepts 
be  clear. 

At  the  same  time,  the  final  exposure  draft  and  the  related  advisory 
opinions  acknowledge  the  response  of  many  commenters  that  the 
concepts  addressed  in  the  second  exposure  draft  were  correct  and 
represent  a  move  in  the  right  direction. 

In  this  context,  the  ASB  plans  to  move  ahead  with  the  adoption  of 
these  documents  for  inclusion  in  the  January  1,  1993  Edition  of 
USPAP.  In  part,  this  exposure  process  is  intended  to  notify 
appraisers  and  the  users  of  appraisal  services  of  the  timetable  for 
adoption  of  these  documents. 
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PROPOSED  STATEMEMT 

Statements  on  Appraisal  Standards  are  authorized  by  the  by-laws  of 
The  Appraisal  Fotindation  and  are  specifically  for  the  purpose  of 
clarification,  interpretation,  explanation  or  elaboration  of  the 
Uniform  Standards  of  Professional  Appraisal  Practice  (VSPAP) . 
Statements  have  the  full  weight  of  a  standards  rule  and  can  only  be 
adopted  by  the  Appraisal  Standards  Board  (ASB)  after  exposure  and 
comment. 

SOBJECTs   REASONABLE  EXPOSURE  TIME  IM  MARKET  VALUE  ESTIMATES 
THE  ISSUES 

In  the  USPAP,  the  Conment  to  Standards  Rule  1-2  (b)  states: 

If  the  concept  of  reasonable  exposure  in  the  open  market  is 
Involved,  the  appraiser  should  be  specific  as  to  the  estisate 
of  exposure  tine  linked  to  the  value  estinate. 

The  Conment  to  Standards  Rule  2-2  (e)  states: 

...Defining  the  value  to  be  estimated  requires  both  an 
appropriately  referenced  definition  and  any  comments  needed  to 
clearly  indicate  to  the  reader  how  the  definition  is  being 
applied  [See  Standards  Rule  1-2  (b) ] . 

How  is  this  reasonable  exposure  time  estimated?  When  is  it 
presumed  to  occur,  i.e.,  prior  to  or  starting  from  the  effective 
date  of  the  appraisal? 

THE  STATEMEMT  i 

Exposure  time  is  different  for  various  types  of  real  estate  and 
under  various  market  conditions. 

Reasonable  exposure  time  is  one  of  a  series  of  conditions 
(typically  motivated  buyer  and  seller,  both  parties  well  informed, 
etc.)  under  which  the  "consummation  of  a  sale  as  of  a  specified 
date"  implicit  in  most  market  value  definitions  is  presumed  to 
occur.  Exposure  time  always  must  precede  the  effective  date  of  the 
appraisal  (the  "specified  date"  of  the  definition) . 

The  fact  that  exposure  time  is  always  presumed  to  occur  prior  to 
the  effective  date  of  the  appraisal  is  substantiated  by  related 
facts  in  the  appraisal  process;  the  use  of  current  cost 
information  and  supply/demand  conditions  as  of  the  effective  date 
of  the  appraisal;  the  analysis  of  historical  sales  information 
(sold  after  exposure  and  after  completion  of  negotiations  between 
the  seller  and  buyer) ;  and  the  analysis  of  future  income  expectancy 
estimated  from  the  effective  date  of  the  appraisal. 
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Rationale  and  Method  for  Estiinatlna  Reasonable  Exposure  Tine 

The  estimate  of  the  time  period  for  reasonable  exposure  is  not 
intended  to  be  a  prediction  of  a  date  of  sale  or  a  one-line 
statement.  Instead,  it  is  an  integral  part  of  the  analyses 
conducted  during  the  appraisal  assignment.  In  the  absence  of 
statistical  information  about  days  on  market,  appraisers  need  to 
interview  market  participants  to  estimate  this  time  period.  The 
estimate  of  exposure  time  should  be  based  on  Information  gathered 
through  the  sales  verification  process  and  may  be  expressed  as  a 
range.  Related  information  garnered  through  this  process  Include 
the  identification  of  typical  buyers  and  sellers  for  the  type  of 
real  estate  involved  and  typical  equity  investment  levels  and/or 
financing  terms. 

The  reasonable  exposure  period  is  a  function  of  price,  time  and 
use,  not  an  isolated  estimate  of  time  alone.  As  an  example,  an 
office  building  could  have  been  on  the  market  for  two  years  at  a 
price  of  $2,000,000  that  informed  market  participants  considered 
unreasonable.  Then,  the  owner  lowers  the  price  to  $1,600,000  and 
starts  to  receive  offers,  culminating  in  a  transpf-tion  at 
$1,400,000  six  months  later.  While  the  actual  exposure  time  was 
2.5  years,  the  reasonable  exposure  time  at  a  value  level  of 
$1,400,000  to  $1,600,000  would  be  six  months.  The  answer  to  the 
question  "what  is  reasonable  exposure  time?"  should  always  be  "for 
what  kind  of  real  estate  at  what  value  level?"  rather  than  a 
statement  of  an  isolated  time  period. 

Applications  to  Client  Dses  of  an  Appraisal 

When  an  appraisal  is  commissioned  as  the  result  of  a  mortgage 
application  after  a  potential  seller  and  buyer  enter  into  a 
Contract  for  Sale,  no  conflict  exists  between  the  presumption 
inherent  in  the  appraisal  process  and  the  function  (client  Use)  of 
the  appraisal. 

When  an  appraisal  is  commissioned  for  employee  relocation,  asset 
evaluation,  foreclosure,  or  asset  management  purposes,  the 
presumption  in  the  appraisal  process  that  exposure  time  occurs 
prior  to  the  effective  date  of  the  appraisal  may  conflict  with  the 
function  of  the  appraisal  as  envisioned  by  the  client. 

Problems  arise  when  clients  attempt  to  make  business  decisions  or 
account  for  assets  without  understanding  the  difference  between 
reasonable  exposure  time  and  marketing  time  (see  related  Advisory 

Opinion  G- on  Marketing  Time  Estimates  in  FIRREA  Appraisal 

Assignments) . 
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Conclusions 

Exposure  tine  is  different  for  various  types  of  real  estate 
and  under  various  market  conditions. 

-  The  reasonable  exposure  time  inherent  in  the  market  value 
concept  is  always  presumed  to  occur  prior  to  the  effective 
date  of  the  appraisal. 

-  The  answer  to  the  question  "what  is  reasonable  exposure  time?" 
should  always  be  "for  what  kind  of  real  estate  at  what  value 
level?"  rather  than  a  statement  of  an  isolated  time  period. 

Adopted  (unanimously/by  a  -  vote)  on   ,  1992. 

Appraisal  Standards  Board 

John  J.  Leary,  Chairman 

Sherwood  Darington,  vice  Chairman 

Daniel  A.  Dlnote,  Jr. 

John  L.  Gadd 

Ritch  LeGrand 
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PROPOSED  ADVISORY  OPIMIOM 

This  communication  by  the  Appraisal  Standards  Board  (ASB)  does  not 
establish  new  standards  or  interpret  existing  standards.  Advisory 
Opinions  are  issued  to  illustrate  the  applicability  of  appraisal 
standards  in  specific  situations  and  to  offer  advice  from  the  ASB 
for  the  resolution  of  appraisal   issues  and  problems . 

SUBJECTS   MARKETIKQ  TIKE  ESTIMATES  IN  FIRREA  APPRAISAL  ASSIGMMENTS 

THE  ISSUE: 

The  appraisal  rules  adopted  by  the  Federal  Financial  Institution 
Regulatory  Agencies  (FFIRA)  in  August  of  1990  to  comply  with  Title 
XI  of  the  Federal  Financial  Institution  Reform,  Recovery  and 
Enforcement  Act  of  1989  (FIRRHA)  require  the  appraiser  to 
"...analyze  and  report  a  reasonable  marketing  period  for  the 
subject  property. . . "* 

How  is  this  reasonable  marketing  period  estimated  and  what  is  the 
relationship  of  this  estimate  of  marketing  time  to  the  appraisal 
process? 

ADVICE  FROM  THE  ASB  OM  THE  ISSUE: 

In  the  context  of  the  cited  requirement,  the  reasonable  marketing 
period  is  an  estimate  of  the  amount  of  time  it  might  take  to  sell 
a  property  interest  in  real  estate  at  the  estimated  market  value 
level  during  the  period  immediately  after  the  effective  date  of  an 
appraisal. 

Rationale  and  Method  for  Estimating  Marketing  Time 

Like  the  estimate  of  the  time  period  for  reasonable  exposure  in  an 
appraisal  (See  Statement  on  Appraisal  Standards  No.  on  Reasonable 
Exposure  Time  in  Market  Value  Estimates! ,  the  estimate  of  marketing 
time  is  not  intended  to  be  a  prediction  of  a  date  of  sale  or  a  one- 
line  statement.  It  is  an  integral  part  of  the  analyses  conducted 
during  the  appraisal  assignment. 


raderal  Reaerve  Syatem  12  CFR  22S.64  (a)(7) 

Federal  Oepoait  Inaurance  Corporation  12  CFR  323.4  (a)(7) 

Rational  Credit  Union  Admlnlatration  12  CFR  722.4  (a)(6) 

Office  of  the  Ccnptroller  of  the  Currency  12  CFR  34.44  (a)(7) 

Office  of  Thrift  Superviaion  12  CFR  S64.4  (a)(7) 
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In  the  absenc*  of  statistical  inforaation  about  days  on  aarket, 
appraisers  need  to  interview  aarket  participants  to  estimate 
■arketing  time.  The  estimate  of  sarketing  time  should  be  based  on 
current  supply/deiund  conditions  in  the  market  contrasted  with 
information  gathered  through  the  sales  verification  process  and  may 
be  expressed  as  a  range.  Related  inforaation  garnered  through  this 
process  include  other  aarket  conditions  that  aay  affect  aarketing 
tiae,  Budb  as  the  identification  of  typical  buyers  and  sellvtrs  for 
the  type  of  real  estate  involved  and  typical  equity  investment 
levels  and/br  financing  teras.  The  reasonable  aarketing  period  is 
a  function  of  price,  tiae  and  use,  not  an  isolated  estiaate  of  tiae 
alone. 

Discussion  of  Marketing  Tiae  in  the  Appraisal  Report 

Since  the  aarketing  period  occurs  after  the  effective  date  of  the 
appraisal,  it  is  appropriate  for  the  section  of  the  appraisal 
report  that  discusses  this  issue  and  its  Implications  to  appear 
toward  the  end  of  the  report  after  the  aarket  value  conclusion. 
The  request  to  estiaate  a  reasonable  aarketing  period  exceeds  the 
noraal  inforaation  required  for  the  conduct  of  the  appraisal 
process,  and  should  be  treated  separately  froa  that  process. 

It  aay  also  be  appropriate  for  the  appraiser  to  discuss  as  part  of 
this  section  of  the  report  the  impact  of  price/value  relationships 
in  the  aarket  on  aarketing  tiae  and  contrast  different  potential 
prices  and  the  associated  aarketing  tiae  with  the  aarketing  tiae  at 
the  estiaate  of  aarket  value. 

Applications  to  Client  Dses  of  an  Appraisal 

It  is  incorrect  for  the  user  of  an  appraisal  to  take  a  current 
value  estiaate,  carry  it  forward  to  the  end  of  an  estiaated 
aarketing  period,  and  then  discount  back  to  the  present.  It  aay 
also  be  incorrect  to  assuae  that  the  value  reaains  stable  during 
the  aarketing  period. 

Some  clients  attempt  to  solve  their  problem  by  ordering  a  ■■120-day 
market  value",  a  ■■six-month  market  value",  or  a  "one-year  aarket 
value"  froa  the  appraiser.  Dnless  the  estiaate  of  reasonable 
exposure  tiae  made  by  the  appraiser  In  the  course  of  such  an 
assignaent  coincides  with  the  pre-condition  iaposed  by  the  client, 
the  answer  to  this  assignaent  cannot  be  stated  as  market  value 
under  a  typical  definition  of  the  term.  In  such  situations,  the 
appraiser  aust  clearly  distinguish  between  a  aarket  value  estimate 
allowing  for  reasonable  exposure  tiae  and  any  alternative, 
appropriately  defined  value  estimates  subject  to  a  special  limiting 
condition  citing  the  client- imposed  aarketing  tiae. 

When  the  client  is  concerned  with  the  marketing  time  after  the 
effective  date  of  the  appraisal  and  the  reasonable  marketing  period 
estimated  by  the  appraiser  exceeds  one  year,  an  assignaent  to 
provide  a  current  value  estimate  nay  not  answer  the  concerns  of  the 
client.  Instead,  both  a  current  value  estiaate  and  one  or  more 
prospective  value  estimates  aay  provide  the  appropriate  information 
for  the  client  business  decision. 
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The  following  excerpt  from  Statement  on  Appraisal  Standards  No.  4 
(SMT-4)  on  Prospective  Value  Estimates  deserves  consideration  when 
prospective  value  estimates  are  used: 

Current  appraisals  occur  when  the  effective  date  of  the 

appraisal  is  contemporaneous  with  the  date  of  the  report 

prospective  appraisals  (involve  an)  effective  date  of  the 
appraisal  subsequent  to  the  date  of  the  report. 
In  the  situation  under  discussion,  the  effective  date  of  the 
prospective  value  estimate  would  be  a  date  or  range  of  dates  at  the 
end  of  the  estimated  marketing  period. 

Other  applicable  excerpts  from  SMT-4  include: 

Prospective  '  value  estimates  are  intended  to  reflect  the 
current  expectations  and  perceptions  of  market  participants 
along  with  available  factual  data.  They  should  be  judged  on 
the  market  support  for  the  forecasts  when  made,  not  whether 
specific  items  in  the  forecasts  are  realized. 

...The  overall  economic  climate  and  variations  in  the  business 
cycle  should  be  considered  and  weighed  in  the  performance  of 
the  valuation  process.  All  value  conclusions  should  include 
reference  to  the  time  frame  when  the  analysis  was  prepared  to 
clearly  delineate  the  market  conditions  and  point  of  reference 
from  which  the  appraiser  developed  the  prospective  value 
estimate. . . 

Whether  or  not  the  appraiser  and  client  define  the  appraisal 
problem  to  include  one  or  more  estimates  of  value,  the  roles  of  the 
parties  must  be  kept  clear.  The  appraiser  provides  the  client  with 
a  supported  estimate  of  defined  value  in  an  appropriately 
doctimented  report  that  includes  a  section  on  reasonable  marketing 
period  and  any  inherent  price/value  Implications.  The  ultimate 
decision  on  issues  like  what  price  to  ask,  when  to  accept  a 
particular  offering  price,  and  how  to  account  for  the  asset  during 
the  interim  rests  with  the  client. 

This  Advisory  Opinion  is  based  on  presumed  conditions  without 
investigation  or  verification  of  actual  circumstances .  There  is  no 
assurance  that  this  Advisory  Opinion  represents  the  only  possible 
solution  to  the  problems  discussed  or  that  it  applies  equally  to 
seemingly  similar  situations . 

Approved  for  (general/ limited)  distribution  on  1992. 

Appraisal  Standards  Board 

John  J.  Leary,  Chairman 

Sherwood  Darington,  Vice  Chairman 

Daniel  A.  Dlnote,  Jr. 

John  L.  Gadd 

Ritch  LeGrand 
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PKOPOSBD  ADVISORY  OPXKXOM 

This  communication  by  the  Appraisal  Standards  Board  (ASB)  doas  not 
establish  nett  standards  or  interpret  existing  standards.  Advisesty 
Opinions  are  issued  to  illustrate  the  applicability  of  appraisal 
standards  in  specific  situations  and  to  offer  advice  from  the  ASB 
for  the  resolution  of  appraisal  issues  and  problems. 

SUBJECT i   KMtXB*  VkLOB  TS.  r&ZB  VALOB  ZM  RBM.  PKOPBBTT  APPSAXSALS 

TBB  ZSSUB: 

Most  r*al  property  appraisal  assigiwents  require  a  aarket  value 
estiaate.  Zn  particular,  the  appraisal  rules  adopted  by  the 
Federal  Financial  Institution  Requlatory  Agencies  (FFIRA)  in  August 
of  1990  to  coaply  with  Title  XZ  of  the  Federal  Financial 
Institution  Reform,  Recovery  and  Enforceaent  Act  of  1989  (FIRREA) 
require  aarket  value  estiaates  perforaed  according  to  a  specific 
definition.*  This  definition  is  referenced  in  the  DEFIMZTZOMS 
section  of  the  Onifora  Standards  of  Professional  Appraisal  Practice 
(USPAP) . 

Other  regulatory  agency  rules  (particularly  OCC  Rule  12  CFR  7.3025) 
that  pre-date  FXRRSA  require  estiaates  of  fair  value  for  troubled 
real  estate  loans  and  real  estate  owned  by  a  financial  institution. 
The  OCC  fair  vain*  definition  and  its  related  instructions  have 
caused  confusion  aaong  appraisers  and  users  of  appraisal  services. 
Does  fair  value  differ  froa  aarket  value? 

ADVZCB  PBOH  «n  ASB  0«  TBI  ZSBOBt 

Fair  value  is  an  accounting  tera  and  —rirat  value  is  an  appraisal 
tera.   The  accounting  literature  is  clear  on  this  distinction. 

The  tera  fair  value  appears  in  three  stateaents  by  the  Financial 
Accounting  Standards  Board  (FASB) :  Ho.  13,  No.  IS,  and  No.  67. 
These  references  are  suaMarised  on  the  next  page. 


redenl  Beaacve  Sretae  12  cru  22S.62  (f) 

redaral  Oapoelt  tnsaraaee  eorporatloa  12  crm  321. 2  (f) 

Satloaal  Czedlt  SBioa  adBlalatratlon  12  CVm  722.2  ((| 

Office  of  the  eoapecoller  of  the  Currancr  12  CTR  34. «2  (f| 

Office  of  Thrift  aepecvlslaa  12  cnt  SM.2  (f ) 
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FASB  Statement  of  Financial  Accounting  Standards  Ho. — li 
[Accounting  for  Leases.  Effective  January  1.  19771  Fair  value 
of  the  leased  property.  The  price  for  which  the  property 
could  be  sold  in  an  arm's  length  transaction  between  unrelated 
parties. 

FASB  Statement  of  Financial  Accounting  Standards  No.   15 

fAccounting  bv  Debtors  and  Creditors tST Trwblgd I2£l2& 

Restructuring.  Effective  December  31.  19771  The  fair  value  of 
the  assets  transferred  is  the  amount  that  the  debtor  could 
reasonably  expect  to  receive  for  them  in  a  current  sale 
between  a  willing  buyer  and  a  willing  seller,  that  is,  other 
than  in  a  forced  or  liquidation  sale.  Fair  value  of  assets 
shall  be  measured  by  their  market  value  if  an  active  market 
for  them  exists.  If  no  active  market  exists  for  the  assets 
transferred  but  exists  for  similar  assets,  the  selling  prices 
in  that  market  may  be  helpful  in  estimating  the  fair  value  of 
the  assets  transferred.  If  no  market  price  is  available,  a 
forecast  of  expected  cash  flows,  may  aid  in  estimating  the  fair 
value  of  assets  transferred,  provided  the  expected  cash  flows 
are  discounted  at  a  rate  commensurate  with  the  risk  involved. 

FASB  Statement  of  Financial  Accounting  Standards Ha. 61 

TAccountlnq  for  Costs  and  Initial  Rental  Operations  of  Real 
Estate  Pro-iects.  Effective  December  31.  19821  The  amount  in 
cash  or  cash  equivalent  value  of  other  consideration  that  a 
real  estate  parcel  would  yield  in  a  current  sale  between  a 
willing  buyer  and  a  willing  seller  (i.e.,  selling  price),  that 
Is,  other  than  in  a  forced  or  liquidation  sale.  The  fair 
value  of  a  parcel  is  affected  by  Its  physical  characteristics, 
its  probable  ultimate  use,  and  the  time  required  for  the  buyer 
to  make  such  use  of  the  property  considering  access, 
development  plans,  zoning  restrictions,  and  market  absorption 
factors. 

The  American  Institute  of  Certified  Public  Accounts  states  in  its 
Guide  for  the  Use  of  Real  Estate  Appraisal  Information  (1987  and 
1990) : 

Fair  value  is  defined  in  several  authoritative  accounting 
pronouncements:  FASB  Statement  No.  13...;  ...No.  15...;  and 
...No.  67...  Although  the  definitions  are  phrased  to  fit  the 
circumstances  to  which  the  pronouncements  refer,  fair  value  is 
generally  defined  as  the  amount  that  can  be  reasonably 
expected  to  be  received  in  a  current  sale  between  a  willing 
buyer  and  a  willing  seller,  other  than  in  a  forced  or 
liquidation  sale. 


347 


ATTACHMENT  I  (Cont.) 


10  of  10 

The  auditor  can  generally  relate  the  definition  of  fair  value 
in  the  accounting  literature  to  the  appraiser's  definition  of 
market  value. . . 

It  is  clear  from  the  accounting  literature  that  the  accountant 
looks  to  the  appraisal  concept  of  market  value  in  establishing  fair 
value  for  real  estate  assets. 

The  confusion  in  the  marketplace  over  fair  value  and  market  value 
results  from  the  fact  that  clients  of  accountants  and  appraisers 
sometimes  interchange  the  terms.  The  accountant  informs  the  client 
to  book  certain  assets  at  fair  value.  If  the  assets  happen  to  be 
real  estate,  the  client  asks  the  appraiser  for  fair  value  not 
realizing  that  the  accounting  literature  equates  fair  value  with 
the  appraisal  concept  of  market  value. 

Until  regulatory  agency  rules  for  troubled  real  estate  loans  and 
real  estate  owned  are  modified  to  eliminate  the  confusion  and 
require  financial  Institutions  to  request  market  value  estimates 
for  all  real  estate  valuations,  appraisers  should  clearly  explain 
any  differences  between  the  market  value  and  fair  value  concepts 
when  applicable.  Often  the  resultant  value  estimates  under  both 
concepts  will  be  the  same,  especially  when  income-producing  or 
development  real  estate  is  involved  and  discounted  cash  flow 
methods  are  used  to  estimate  market  value. 

Informed  appraisers  and  accountants  should  develop  an  understanding 
of  the  relationship  between  the  accounting  term  fair  value  and  the 
appraisal  term  market  value  and  be  in  a  position  to  clarify  the  use 
of  these  terms  for  their  common  clients. 

This  Advisory  Opinion  is  based  on  presumed  conditions  without 
investigation  or  verification  ot  actual  circujBstances .  There  is  no 
assurance  that  this  Advisory  Opinion  represents  the  only  possible 
solution  to  the  problems  discussed  or  that  it  applies  equally  to 
seemingly  simileir  situations . 

Approved  for  (general/ limited)  distribution  on  ,  1991. 

Appraisal  Standairds  Board 

John  J.  Leary,  Chairman 

Sherwood  Oarington,  Vice  Chairman 

Daniel  A.  Dlnote,  Jr. 

John  L.  Gadd 

Ritch  IieGrand 
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M«]rU,m2 


SUtmABX 

DISCUSSION  AND  RECOMMENDATIONS 
REGARDING  REAL  ESTATC  CAPITAL 
AND  CREDIT  AVAILABILHY  ISSUES 


TAX  ISSUES 

L  Eaeoangliig  Peasloa  Fnnds  to  Invest  In  Real  Estate 

JSSIIC:  Mai^  believe  there  k  a  (reat  deal  of  aUocated,  but  uninvested  pension 
capital  available  for  investment  In  real  esute.  However,  several  current  tax  and 
regulatoiy  policies  may  aeate  undesirable  and  unaecestaiy  obsiades  to  such 
investment,  paiticulariy  restrictions  or  Investmenu  in  debt-Gnanced  real  estate  and 
impediments  to  partnerslilps  wiih  taxable  investors. 

Dlsomion:  How  should  the  rules  relating  to  investments  in  debt-financed  real 
estate  be  changed  to  bdlitaie  more  pennon  fund  investment  in  real  estate  and 
provide  liquidlqr  to  financial  institutions?  Would  changes  to  the  unrelated  business 
taxable  income  (UBIT)  lulet,  for  example  to  allow  teller  flnandng  and  sale- 
leaseback  transactions  with  pension  fun«,  be  helpful?  What  regulatoiy  action 
could  relieve  the  disincentive  to  pension/taxable  partnerships? 

Rftcammendarion;  Changes  to  unrelated  business  income  tax  rules  (XJBIT)  relating 
to  the  debt'tinanced  purchase  of  real  estate  should  be  enacted.  These  dianges 
should  be  made  to  Internal  Revenue  Code  section  SU  (cK'KB),  and  thqr  should 
also  apply  to  REITs.  They  Include: 

L  The  restrictions  against  any  pott-dosing  purchase  price  adjustmeats  should 
be  rq>ealed  in  total,  or  at  least  modified  to  allow  standard  Industiy 
adjustments  such  as  completion  guarantees,  lease-up  of  property,  etc 

2.  The  restriction  against  aiqr  'cashflow*  or  *particlpatin^  loans  should  be 
eliminated. 

3.  Th«  resHicdon  against  any  *sale-leasebadc*  transaction  should  be  modified 
to  allow  sale  leasebacks. 

4.  The  restifctloo  against  seller-Onandng  should  be  modified  to  aUow 
VftnimfirriiHy  reasonbie*  seller  financing. 

5.  The  definition  of  real  property  should  be  expanded  to  todudemortgaga 


<L  TlM*dealef*iules  should  Boc  apply  to  peasiaafiudhwetawatt  bland 
pardiaied  Cor  resale  ai  slagle  nnOy  or  noMfiuBlty  f 


7.  A  nwrtfnaeiioealdetermlnatioo  of  whether  iHTvlear  are  rendered  la 
cowMctioiisrfth  the  rental  of  the  property,  rather  than  far  the  < 
of  tho  teaaot.  b  needed 
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In  addiUon,  the  rules  that  control  partnenhlps  between  pension  funds  and  taxable 
investors  --  partJcuJarly  the  "fractions  rule"  -  should  be  darlfled  and  made 
consistent  with  the  rules  applicable  to  nOD-pension  partnerships.  This  cLarincation 
would  reouire  all  allocations  of  income  and  loss  to  have  substantial  economic  effect 
as  defined  in  the  tax  laws.  This  change  could  be  accomplished  via  regulatory  action. 

2.  Expanding  REITf  ■*  •  Vehicle  for  Pension 
Fund  and  Other  Investment  In  ReftI  Estate 

Issue:  To  quality  as  a  REIT,  no  more  than  SO  percent  of  a  RETTt  stock  may  be 
owned  by  any  five  or  fewer  Individuals.  Domestic  pension  funds  are  considered  one 
Individual  for  purposes  of  this  rule,  while  foreign  funds  are  'looked-through'  and 
treated  as  if  each  pension  fund  beneficiary  is  an  investor.  Due  to  the  relatively  imoll 
size  of  most  REITs,  it  is  very  difficult  for  domestic  pension  funds  to  malce 
economically  feasible  Investments  without  violating  this  ownership  restriction. 

Discussion:  What  is  the  most  effective  way  to  amend  the  tax  laws  applicable  to 
pension  Investments  in  REITs  to  encourage  greater  investment  by  peiuion  funds? 
Should  the  "five  or  fewer"  rule  be  eliminated?  Should  a  'look-throu^*  rule,  similar 
to  that  applied  to  a  foreign  pension  funds,  be  applied  to  domestic  pension  plans  so 
that  a  domestic  fund  is  treated  as  If  each  pension  fund  beneficiary  in  an  investor. 

Recommendation:  First,  the  REIT  ownership  rules  contained  in  Internal  Revenue 
Code  section  856(h)  should  be  modified  to  make  it  easier  for  large  pension  funds  to 
make  REIT  investments  without  violating  the  "five  or  fewer^  shareholder  rule. 
Ideally,  a  rule  that  looks  through  the  pension  fund  to  its  beneficiaries  -  similar  to 
the  rule  that  applies  to  foreign  pension  plans  -  should  be  applied  to  domestic 
pension  funds.  Under  this  approach  a  domestic  pension  trust  with  SOO  beneficiaries 
would  be  SOO  investors  rather  than  one  for  purposes  of  the  five  or  fewer  rule. 

Second,  in  order  to  significantly  improve  liquidity,  allowance  for  'active* 
management  by  a  REIT  of  its  assets  must  be  made.  This  would  reouire 
modification  oi  the  'dealer*  rule  prohibiting  more  than  30  percent  of  a  REITs 
income  from  recently  acquired  properties,  and  modification  of  the  'dividend 
distribution'  rule  requiring  that  9S  percent  of  a  RETTi  earnings  be  distributed 
annually  as  dividends. 

3.  How  to  Encourage  Debt  Restructuring 
Between  Lenders  and  Borrowers 

Issue:  Taxpayers  who  restructure  loans  on  real  property  are  Immediately  subject  to 
taxation  on  the  amount  of  debt  reduced  under  the  restnicttulng  agreement  Many 
times  this  tax  would  be  lower  if  the  owner  deeded  the  properw  back  to  the  lender. 
Moreover,  the  owner  may  completely  avoid  tax  under  uie  bankruptcy  or  insolvency 
rules.  Thus,  present  law  tends  to  discourage  loan  restructuring  agreements. 

DUcmsion:  Should  the  pre-1986  rules  for  Individuals  who  restructure  debt  on  real 
property  be  restored  to  allow  them  to  elect  to  reduce  the  basis  of  depreciable  real 
estate  they  own  by  the  amount  of  discharged  real  estate  debt? 

Recomnjendation:  Internal  Revenue  Code  sections  108  and  1017  should  be 
modified  to  allow  taxpayers  to  elect  to  reduce  the  basis  of  depreciable  real  property 
they  own  by  the  amount  of  discharged  debt.  This  election  would  be  in  lieu  at 
current  tax  liability  on  the  discharged  debt  and  would  result  in  the  taxpayer 
satisfying  the  tax  liability  through  lower  depreciation  deductions  and  by  a  greater 
capital  gain  at  the  time  of  property  sale. 
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4.  H«irt»Facint«t«tha&itobyFbiuictol 
liutitatloiis  of  Property  Received  lo 
Foradonn  or  Slmllir  IVaiiMetloiu 

luilfi:  Pnrehasen  of  foredoted  property  Wmnrff  by  the  Insdtutioa  holding  the 
prapeity  do  not  qiuJiAr  for  the  tame  tu  oenefits  under  the  '•t-fisk'  nilei  that  are 
allowed  If  financing  it  instead  provided  by  a  third  party  lender.  This  m^ 
unneeessarily  inhibit  the  sale  of  lender-owned  properties. 

Diicusfipn:  Should  the  'at-risk*  rules  be  amended  to  ensure  that  flnsnfing 
provided  by  lendina  institutions  on  real  eiute  owned  by  them  is  treated  the  same  as 
Rnaneing  provided  oy  third-party  lenden? 

Rgcninmgnd«i<nn:  Internal  Revenue  Code  section  465  should  be  amended  lo  allow 
non-recourse  financing  provided  by  regulated  lenders  or  their  subsidiaries  selling 
foreclosed  property  to  quality  as  an  amount  'at-risk*.  This  will  allow  flnandu 
institutions  and  the  Resolution  Trust  Corporation  to  provide  financing  to 
prospective  purchasers  of  their  own  foreclosed  property  in  the  same  way  as  third 
party  financing.  Also,  consideration  should  be  made  to  extending  this  rule  to  all 
sellers  providing  non  recourse  finandng  on  property  acquired  through  foredosure. 


REGULATORY  ISSUES 

1.  DlirereBtlatlon  Among  Various  Classes 
and  Categories  of  Real  Estate 

Isau:  Oftentimes  regulatory,  lenders,  stock  analysts,  reporten  and  others  seem  to 
paint  all  real  estate  with  the  same  brush.  For  example,  appropriate  distinctions 
between  residential  and  commerdal  real  estate  are  often  not  being  made,  nor  does 
it  appear  that  adequate  distinctions  are  made  amongst  various  real  esute  markets 
and  submarkets.  Nonetheless,  the  degree  of  problem  loans,  foredosures,  and  losses 
has  been  dramatically  different  in  the  various  real  estate  dasses  and  categories. 
Manv  suggested  that  this  experience  should  be  recognized  and  reflected  In  lending 
any  balance  \httt  management,  rule  making,  examinations,  flnandal  reporting 
systems  and  analysis. 

nitguwiniy  What  can  be  done  to  make  appropriate  distinctions  among  the  different 
types  of  real  estate?  What  distinctions  are  appropriate?  How  finely  should  the 
catecories  be  divided  and  In  what  applications  soouid  those  divisions  occur?  Should 
regulators  adjust  reporting  forms  to  capture  the  appropriate  concepts  and  detail? 

Reeommendgtion:  Administration  and  regulatory  statements  on  the  credit  crunch 
over  the  past  year  have  emphasized  the  importance  of  not  painting  all  real  estate 
with  the  same  brush.  In  practice,  however,  It  has  been  extremely  oifflcult  to  make 
appropriate  distinctions  because  little  detail  is  broken  out  for  real  estate  In  the 
avaHable  date  for  finandal  Institutions.  Bank  and  Uirlft  rcguUton  should  establish 
reporting  systems  that  provide  disaggregated  Information  on  the  major  real  estate 
lending  categories.  Reiulators  should  have  consistent  reporting  requirements,  and 
the  data  should  be  published  regularly  (at  least  quarteriy)  and  made  fully  available 
to  the  public 
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2.    Obstacles  to  Secondary  Market  Activities 
In  CommerclaJ  Real  Estate  Loans 

iuUfi:  A  more  active  secondary  market  for  commercial  real  estate  loans  would 
iofuse  significant  liquidity  into  the  economy,  and  greater  subility  and  flejdblllty  in 
the  financial  system.  Commercial  real  estate  loans  do  not  benefit  from  govenmient 
sponsored  credit  enhancement,  therefore  requiring  private  credit  exmascement 
Private  credit  enhancement  for  commercial  loan  pools  may  be  unnecessarily 
hampered  by  current  guidelines  governing  capital  allocations  among  senior  and 
subordinated  interests  in  a  loan  pool. 

Discussion:  How  should  the  amount  and  allocation  of  capital  required  of  holders  of 
senior  and  subordinated  interests  be  changed  to  eliminate  overreserWng  on 
mortgage  loan  pools?  Should  the  focus  be  on  the  appropriate  capital  required  for 
the  semor  security?  Or  rather  on  the  risks  inherent  In  uie  subordinated  interest? 
Should  capital  ever  be  required  In  excess  of  100  percent  of  the  maximum  exposure 
associated  with  retention  of  a  subordinated  interest,  as  may  occur  today?  What 
other  actions  could  the  government  and  Industty  take  to  strengthen  the  secondary 
market  for  commercial  mortgage  loans? 

Rccommcndatitin:  More  appropriate  guidelines  governing  the  allocation  of  risk 
among  senior  and  subordinated  interests  in  commercial  mortgage  loan  pools  should 
be  issued  to  prevent  overrserving.  More  appropriate  guidehnes  would  remove  the 
current  arbitrary  obstacle  to  private  credit  enhancement  and  strengthen  the 
secondary  market  for  commercial  real  estate  loans.  A  detailed  ouUtne  of  a 
recommended  approach  to  these  guidelines  is  attached. 

3.    Dennltlonal  Matters  Relating  to  Appraisals 

issue:  Downward  appraisals  of  properties  serving  as  collateral  for  existing  real 
estate  loans  have  forced  many  borrower*  to  come  up  with  additional  equity  and 
have  forced  many  performmg  loans  Into  technical  defaulL  In  adaitioo, 
unreallstically  low  estimates  of  market  values  of  prospective  projects  have  Impeded 
the  flow  of  credit  for  Justifiable  new  construction.  Different  Kinds  of  appraisals  are 
being  requested  by  lenders,  requiring  various  alternative  appraisal  methods.  Yet 
lenders  and  others  generally  suggest  the  results  are  "market  value.'  Confusion  and 
Inconsistencies  surrounding  the  appraisal  meihods  that  regulators  and  examiners 
require  of  financial  Institutions,  and  that  financial  Institutions  request  of  appraisers 
distort  and  misrepresent  the  notion  of  "market  value". 

JPisCUSSiop:  What  are  appraisers  providing  lenders?  Is  it  'market  value?'  How 
should  the  appraisal  process  be  utilized  by  regulatory  examiners,  financial 
institutions,  appraisers  and  owners?  Should  regulators  specify  appropriate  appraisal 
techniques  for  various  circumstances?  For  example,  should  Bquioatlon  value  be 
avoided  for  income-producing  properties  serving  as  collateral  for  performing  loans? 

Recommendaiion:  How  to  value  real  estate  Is  one  of  the  most  important  Issues  - 
maybe  the  most  important  -  facing  owners,  lenders  and  regulators  in  the  1990s. 
What  must  be  kept  In  mind  is  that  real  estate  is  a  long-term  Investment,  with  long- 
term  earnings  power,  and  that  the  valuation  process  should  reflect  this. 
Administration  officials  and  regulators  should  meet  with  representatives  of  the 
appraisal  industry  to  ensure  that  consistent  appraisal  techniques  are  used  by 
regulator,  examiner,  lender  and  borrower. 
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4.  Implementation  of  Regnlatoiy  GnldeUnet 

issue:  There  continues  to  be  complainu  from  borrowers  that  the  Admlaistration't 
regulatory  Initiatives  and  darlflcations  are  not  filtering  down  the  field. 

Di!tcus!jion:  What  further  steps  are  needed  to  fully  carry  out  the  intent  of  the 
Administration's  initiatives  of  tJie  past  year?  What  more  can  regulators,  examinen 
and  lenders  do? 

Recnitimendation:  The  October  8th  announcement  of  Administration  aedlt  crunch 
steps  stated  that  regional  supervisory  management  will  be  reauired  to  certify  that 
poncy  changes,  clarification  and  ail  subsequent  guidance  are  fouowed  by  exaininers 
in  each  exam.  The  regulators  should  explain  how  this  is  being  done.  A  sample  of 
these  certifications  would  demonstrate  whether  or  not  regulatory  efforts  are  being 
implemented  in  the  field.  In  addition)  steps  should  be  laxen  to  determine  to  what 
extent  lending  institutions  have  reacted  to  directives  that  bankers  work 
constructively  with  borrowers  in  dealing  with  temporarily  troubled  loans  and 
undertake  the  origination  and  refinancing  of  prudent  real  estate  loans  to  sound 
borrowers,  regardless  of  loan  concentrations  ana  capital  positioiL 

5.  Development  of  Real  Estate  Lending  Guidelines 

isBU:  The  banking  and  thrift  regulators  are  required  by  the  FDIC  Improvement 
Act  of  1991  to  establish  uniform  rules  for  real  estate  lending.  These  rules  are  likely 
to  include  loan-to-value  limits,  and  possibly,  asset  concentration  limits.  Such  rules 
have  the  potential  for  causing  further  disruptions  in  the  availability  of  real  estate 
credit,  partictJarly  with  respect  to  loan  extensions  and  rollovers. 

nUni«lf»n:  How  should  real  esute  lending  rules  relate  to  those  previously  set  in 
stanite  {pre-1982)?  Will  proposed  real  esute  lending  rules  differentiate  appropriate 
among  tne  different  hn)es  of  real  estate  loans?  To  what  extent  will  exceptions  be 
allowed  and  how  wUUng  will  Institutions  be  to  pursue  any  permitted  exceptions? 
How  should  "value*  be  determined  of  deHned  for  use  In  loan-to-value  calculations 
(cost  vs.  market)?  Will  the  rules  apply  only  to  new  loans  or  will  they  also  apply  to 
rollovers  and  renewals? 

Recnmmendation:  There  is  grave  concern  that  real  esute  lending  rules  now  tuder 
development  by  bank  and  thrift  regulators  could  cause  funher  disruptions  In  the 
availability  of  real  estate  credit.  These  proposed  rules  should  receive  careful  review 
before  thev  are  put  forth  and  should  not  be  put  Intoplace  overnight  The  statute 
allows  sufficient  time  for  such  a  measured  process.  Tnere  is  a  need  for  a  complete 
dialogue  at  a  high  level  on  this  issue.  We  recommend  a  separate  meeting  ot  this 
group  to  discuss  the  development  and  Impaa  of  real  estate  lending  rules.  Tne  rules 
should  not  be  proposed  until  such  a  meeting  has  occurred.  In  addition,  once  rules 
are  issued,  the  comment  period  should  be  of  sufficient  length  to  allow  for  receipt 
and  consideration  of  meaningful  input. 
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Di  COUUERCIAI.  REAL  ESTATE  LOANS 


S«l*/tH«pfl«ttl(m  traatiMat  iheuld  b*  aeetpted  vheni 

1)  th*  bu7*r  (a  atibatuitlve  third  party)  ha«  CDad*  aa  adaquata  aqultr 
(flrat  loaa)  invaitment 

o  Adaquacy  aheuld  ba  aaaaured  In  relation  to  tha  raaaonably  axpactad 
laval  e{  loaaaa  that  aaj  ba  Ineurrad  en  tha  aold  aaaata.  That  la, 
tha  bujrar'a  aqulty  ihould  excaad  raaionablr  axpactad  loaaaa. 

o  "Ownara"  of  aaaata  baar  rlaka  of  ovnarihlp.  A  aollar  that 

finaneta  a  aala  ahould  hava  no  aora  than  a  typical  "lander 'a"  rlak 
of  loaa. 

o  With  retard  to  poola  of  aaaata  (includlnf  aecurltlaatlona),  aala  - 
accounting  la  achieved  vhan  tha  aecurltlaa  or  Intareata  that  are 
raaponalble  for  bearing  the  reaconably  expected  loaaaa  fren  the 
pool  hava  baan  tranaferrad  to  a  buyer 

a  Partial  aalaa  of  poola  of  aaaata  would  Involve  tranafara  to  a 
buyer,  of  a  portion  of  tha  aecurltlaa  or  latareata  that  are 
raaponalble  for  bearing  tha  reaaonably  expected  loaaaa  froa  tha 
pool.  Salaa  would  be  recognliad  In  proportion  to  the  tranafer  of 
that  elaaa  of  feeurltlaa. 

2)  and  the  sailer,  If  financing  the  aala  or  inveiting  in  pools  of  aaaets 
baa  adequately  reaarred  for  Ita  rlak  of  loss  (ordinary  risk)  tmder 
GAAP. 
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-  Z 


Th*  followlac  abeuld  nee  pradud*  ■•!•  aceetaitinci 

1)     r«t«fltlen  of   loan  ••nrlelnt  right*  and  raaponalbllttlaa   (aa  long  a«  it 
la   an  adalalatratlTa  function  aad  the  lallar  haa   tranafarrad  the 
raaaonably  expected  riak  of  loa*  on  the  aaaeti  aold) 

1)     a  rapurehaaa  option  at  than-detemlnad  fair  value,  aad 

3)     a  right  of  firat  tefuaal. 

o  Bowaver,   bu]rer-h'>ld  put  optiona  and  aaller  repurehaaa  ablifationa, 
even  at  fair  value,   !•»■•  the  aaller  with  too  aucb  riak  (or  aalc 
troataent. 
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Catital  ihould  ba  providad  for  lo««aa  In  axetii  or  tboia  taaaonably  axpaetad 
to  occur  (extraordlnarr  loaaaa). 

1)  Ordlnarj  loaaea  should  ba  provided  tbroutb  raiarvaa  (valuation 
allowaneaa). 

2)  Capital  ahould  ba  raqulred  to  ba  bald  by  tha  aallar  and  any  otber  bank 
provldini  financing  in  proportion  to  the  rlik  of  extraordinary  loia  on 
tha  financing  provided  by  the  aeller  or  ether  baak. 

3)  With  reapeet  to  invaetmenta  In  poeU  of  aaaata  (including 
aacurltlrationa)  tha  originator  ahould  provide  capital  in  proportion 
to  tbi  extraordinary  risk  of  loia  on  ita  inveatnant,  the  eaae  aa  any 
other  investor,  ao  long  aa  the  originator  haa  set  the  aale  accounting 
criteria. 

4)  laplenentatien  >ay  require  atipulated  riek-«elght  pereentagea  based  on 

loan-to'value  ratioa. 
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It  is  not  uncommon  in  today's  marketplace  for  appraisers  to  be  faced  with  only  a  few  recent 
sales  and  even  those  might  include  foreclosures  and  sales  from  RTC,  FDIC,  and  lenders 
liquidating  properties  to  meet  their  capital  requirements.  Owners  of  similar  properties  who 
do  not  have  to  sell  (willing  buyer/willing  seller)  are  holding  their  properties  off  the  market 
or  refusing  to  sell  in  an  extreme  buyer's  market  where  sellers  are  liquidating  and  there  is 
a  lack  of  third-party  fmancing. 

What  is  the  apptiasci  to  do  under  the  following  scenario: 

The  appraiser  is  appraising  an  income-producing  property  which  is  80%  to 
90%  occupied;  similar  properties  sold  two  to  three  years  ago  at  a  10% 
capitalization  rate.  The  only  sales  other  than  foreclosures  are  from  RTC, 
FDIC,  and  lenders  liquidating  properties  to  meet  their  capital  requirements. 
While  some  Hnancial  institutions  may  prefer  to  dispose  of  their  properties 
with  seller  fmancing,  current  accounting/regulatory  rules  discourage  this 
practice.  The  sales  that  are  available  from  RTC,  FDIC,  and  lenders 
liquidating  properties  to  meet  their  capital  requirements  are  selling  with  a 
capitalization  rate  in  the  14%  to  IS%  range.  When  the  appraiser  talks  to 
owners  who  have  the  financial  capability  of  holding  their  properties  and 
therefore  don't  have  to  sell,  they  indicate  a  willingness  to  sell  with 
capitalization  rates  in  the  11%  to  12%  range. 

Under  this  situation,  what  is  the  current  Market  Value  of  the  property?  Is  it  a  value 
reflected  by  a  14%  to  15%  capitalization  rate  or  the  1 1  %  to  12%  rate?  Obviously,  very  few 
in  today's  market  would  consider  capitalizing  the  inconte  stream  at  10%.  The  only  sales 
available  do  not  meet  the  test  of  market  value,  so  how  must  the  appraiser  reqxxid  to  a 
request  to  estimate  "Market  Value* 7  Some  appraisers  are  appraising  the  property  based  on 
a  14%  to  15%  capitalization  rate  because  these  sales  are  the  only  transactions  available  and 
calling  the  result  Market  Value.  Others,  however,  do  not  consider  these  to  be  market 
transactions  and  therefore  are  estimating  a  value  in  between  the  10%  historical  capitalization 
rate  and  the  14%  to  15%  capitalization  rate,  which  generally  reflects  a  value  estinute  which 
cannot  be  realized  in  the  current  marketplace.  Are  they  therefore  misleading  the  reader  of 
the  report  who  may  believe  that  "Market  Value"  means  what  they  can  sell  the  property  for 
within  a  reasonable  marketing  period.  Should  the  appraiser  estimate  two  values  in  the  case: 
1)  Market  Value  based  upon  willing  buyer/willing  seller,  not  under  duress  scenario;  and  2) 
what  the  property  can  be  told  for  in  today's  market,  assuming  a  reasonable  marketing  time 
and  effort. 

Too  often  appraisers  are  being  asked  to  modiiy  their  condusiofu  and  reports  which  must  be 
identifled  as  "Market  Value'  depending  upon  the  function  of  the  appraisal,  whether  or  not 
the  client  wishes  to  dispose  of  the  property  or  hold  the  property  to  capitalize  on  the  potential 
long  range  value.  The  Task  Force  report  and  recommendations  address  this  issue  and  other 
similar  circumstances  regarding  Marlot  Value. 
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"Market  Value"  means:  The  most  probable  price  which  a  property  should  bring  in  a 
competitive  and  open  market  under  all  conditions  requisite  to  a  fair  sale,  the  buyer  and 
seller,  each  acting  prudently,  knowledgeably,  and  assuming  the  price  is  not  affected  by 
undue  stimulus.  Implicit  in  this  definition  is  the  consummation  of  a  sale  as  of  a  specified 
date  and  the  passing  of  title  from  seller  to  buyer  and  conditions  whereby: 

A.  Buyer  and  seller  are  typically  motivated; 

B.  Both  parties  are  well  informed  or  well  advised  and  are  acting 
in  what  they  consider  their  own  best  interest; 

C.  A  reasonable  time  is  allowed  for  exposure  in  the  open  market; 

D.  Payment  is  made  in  terms  of  cash  in  U.S.  dollars  or  in  terms 
of  financial  arrangements  comparable  thereto;  and 

E.  The  price  represents  the  normal  consideration  for  the  property 
sold  unaffected  by  special  or  creative  financing  or  sales 
concessions  granted  by  anyone  associated  with  the  sale. 
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We  have  been  requested  to  clarify  the  Appraisal 
Institute's  position  with  respect  to  the  appropriate 
criteria  to  be  followed  by  a  state  in  setting  up  a 
regulatory  system  that  will  allow  out-of-state 
appraisers  to  appraise  real  estate  within  the 
state.  For  convenience,  the  term  "enacting  state' 
will  be  used  in  this  Position  Paper  to  refer  to  the 
state  whose  law  is  being  discussed  and  the  term 
"home  state"  will  be  used  to  refer  to  the  state  in 
which  the  out-of-state  appraiser's  office  is  located 
and  in  which  he  or  she  is  licensed  or  certified. 


BACKGROUND 

A  substantial  percentage  of  the  real  estate 
appraisers  in  this  country  are  frequently  asked  to 
perform  appraisal  assignments  relating  to  real 
estate  that  is  not  located  in  their  home  state.  This 
was  not  a  major  problem  prior  to  the  enactment 
of  Title  XI  of  the  Financial  Institutions  Reform, 
Recovery  and  Enforcement  Act,  but  Title  XI 
mandates  a  state-based  regulatory  system  for  the 
licensing  and  certification  of  appraisers  and 
therefore  each  state  must  now  take  appropriate 
measures  to  facilitate  the  work  of  out-of-state 
appraisers  who  do  business  in  such  state. 

The  Appraisal  Institute  believes  that  there  are  two 
appropriate  methods  for  handling  inter-state 
appraisal  work.  The  first  method,  Temporary 
Practice,"  is  mandated  by  Title  Xl  but 
unfortunately  this  fact  was  overiooked  by  many- 
states  and  this  provision  of  Title  XI  has  not  as  yet 
been  property  implemented  throughout  the 
country.  The  second  method,  "Reciprocity,"  is  not 
mandated  by  Title  XI  but  in  most  cases  will 
provide  the  maximum  benefit  to  the  public  with 
the  least  amount  of  problems  for  the  regulators 
who  are  administering  a  state's  appraiser 
regulatory  system.  This  Position  Paper  will  deal 
in  turn  with  each  of  these  two  methods. 


I.  TEMPORARY  PRACTICE 

Section  1122(a)  of  Title  XI  of  FIRREA  provides 
as  follows: 

(A)  TEMPORARY  PRACTICE.  A  state 
appraiser  certifying  or  licensing  agency  shall 
recognize  on  a  temporary  basis  the 
certification  or  license  of  an  appraiser  issued 
by  another  slate  if 

(1)  The  property  to  be  appraised  is  part 
of  a  federally  related  transaction, 

(2)  The  appraiser's  business  is  of  a 
temporary  nature,  and 

(3)  The  appraiser  registers  with  the 
appraiser  certifying  or  licensing  agency  In 
the  state  of  temporary  practice 

As  noted  above,  the  proper  implementation  of 
this  requirement  was  overiooked  by  many  state 
legislatures  when  they  enacted  the  legislation  that 
was  needed  to  implement  the  appraiser 
regulatory  system  mandated  by  Title  XI.  Some 
states  do  not  have  any  "temporary  practice' 
provision.  Other  states  do  have  a  "temporary 
practice'  provision  in  their  legislation  but  they 
added  various  requirements  that  are  clearly 
inconsistent  with  the  intent  of  Title  XI.  The 
Appraisal  Subcommittee  of  the  Federal  Financial 
Institutions  Examinations  Council  has  not  as  yet 
addressed  this  problem  but  the  Appraisal  Institute 
is  hopeful  that  the  Subcommittee  will  address  this 
matter  prior  to  January  1,  1993,  when  Title  XI 
becomes  fully  effective  in  all  states. 

TTie  Appraisal  Institute  believes  that  an 
appropriate  "temporary  practice'  provision  for 
appraisers  doing  business  in  the  enacting  state 
should  meet  the  following  requirements: 
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A.  Terminology.  When  they  implefnented  the 
licensing  and  certification  system  mandated  by 
Title  XI,  the  states  used  different  terminology  and 
various  labels  to  describe  their  eippraiser 
licensing  and  certification  system.  For  this 
reeison,  it  is  essential  thcit  a  temporary  practice' 
provision  for  out-of-state  appraisers  rely  upon  the 
substance  of  a  home  state's  regulatory  system 
amd  not  upon  the  terminology  or  labels  used.  In 
this  connection,  reliance  should  be  placed  upon 
(i)  recognition  of  the  home  state's  appraiser 
regulatory  system  by  the  Appraisal  Subcommittee 
of  FFIEC,  and  (ii)  the  analysis  of  state  labels  and 
classifications  that  is  Issued  from  time  to  time  by 
the  Appraiser  Qualifications  Board  of  the 
Appraisal  Foundation. 

B.  Scope.  For  jurisdictional  reasons,  the 
'temporary  practice"  provision  in  Title  XI 
mandates  that  a  temporairy  practice  permit  be 
issued  for  'federally  related  transactions.'  It  is 
essential,  however,  that  a  state's  temporary 
practice'  provision  allow  an  out-of-state  atppraiser 
to  perform  any  appraisal  assignment  in  the 
enacting  state. 

C.  Temporaky  Nature.  The  Appraisal  Institute 
believes  that  the  proper  interpretation  of  the 
reference  in  Title  XI  to  'business  of  a  temporary 
nature'  is  that  it  refers  to  a  fact  situation  in  which: 

1 .  The  out-of-state  appraiser  does  not  have 
a  business  office  in  the  enacting  state,  and 

2.  The  out-of-state  appraiser  has  t>een  given 
a  written  contract  to  appraise  certain  specific 
real  estate  in  the  enacting  state. 

The  appraisal  work  that  is  called  for  in  a  written 
contract  may  relate  to  one  property  or  to  multiple 
properties.  Therefore,  when  applying  for  a 
temporary  practice'  permit  in  ttw  enacting  state, 
an  out-of-state  appraiser  should  be  required  to 
specify  the  aippraisal  work  tf^at  is  called  for  by  his 
or  her  contract  and  the  temporary  practice  permit 
issued  by  the  enacting  state  should  cover  all  of 
such  appraisal  work.  In  this  connection,  however, 
a  time  limit  shoukj  be  provided  to  prevent  any 
abuse  of  the  system.  Therefore,  each  temporary 
practice  permit  should  t>e  valid  for  a  period  of  six 
months  or  the  date  of  the  completion  of  the 
appraisal  work  specified  in  the  written  corrtract, 
whichever  date  shaU  first  occur. 


D.  APPUCATION.  Each  state  must  have  an 
appropriate  application  form  that  is  readily 
available  to  out-of-state  apprciisers  for  their  use 
in  securing  a  temporsiry  practice  permit.  Further, 
the  processing  of  such  applications  must  be 
assigned  to  an  appropriate  staff  to  Insure  the 
prompt  Issuance  of  the  temporary  practice  permit 
upon  receipt  of  a  proper  application  and  fee. 

E.  Fee.  Implicit  in  the  Title  XI  mandate  relating  to 
temporary  practice"  is  a  rule  that  In  no  event 
shall  the  fee  charged  for  a  temporary  practice 
permit  exceed  the  reasonable  cost  to  the 
enacting  state  of  administering  this  provision. 
Therefore,  the  fee  charged  to  out-of-state 
licensed  and  certified  appraisers  for  a  temporary 
practice  permit  in  the  enacting  state  should  not 
exceed  the  sum  of  fifty  dollars  ($50) . 

F.  Irrevocxbij:  Consent.  An  out-of-state 
appraiser  requesting  a  temporary  practice  permit 
may  be  required  by  the  enacting  state  to  give  his 
or  her  irrevocable  consent  to  service  of  process 
In  the  enacting  state. 

G.  State  Law.  State  laws  and  regulations 
relating  to  real  estate  are  substantially  different 
from  state  to  state  and  some  of  these  differences 
have  an  effect  upon  value. 

Therefore,  an  out-of-state  appraiser  requesting  a 
temporary  practice  permit  may  be  required  to 
certify  in  his  or  her  cipplication  that  he  or  she  is 
familiar  with  the  laws  and  regulations  of  the 
enacting  state  that  relate  to,  or  have  an  effect 
upon,  the  specific  appraisal  assignment  which  is 
the  basis  for  the  temporeiry  practice  permit. 

a  Status  in  Home  State.  An  out-of-state 
appraiser  requesting  a  temporary  practice  permit 
may  be  required  to  certify  in  his  or  her  application 
that  his  or  her  appraiser  license  or  certification  in 
the  home  state  is  currently  in  full  force  and  effect 
and  has  not  been  suspended  or  revoked. 

L  Type  of  .-xssignment.  A  temporary  practice 
permit  shall  be  issued  only  when  the  applk:ant 
holds  an  appraiser  license  or  certification  in  his  or 
her  home  state  that  is  appropriate  for  the  nature 
of  the  specific  appraisal  assignment  which  is  the 
basis  for  the  temporary  practice  permit 


Page  2  of  4 


361 


Temporary  Practice  and  Reciprocity 


For  example,  a  temporary  practice  permit  should 
not  be  Issued  to  an  individual  who  has  obtained 
a  contract  to  appraise  a  Regional  Shopping 
Center  in  the  enacting  state  but  is  not  a  state 
certified  general  appraiser  in  his  or  her  home 
state. 

J.  Renewal.  If  an  out-of-state  appraiser  holding 
a  temporary  practice  permit  is  unable  to  complete 
within  a  six-month  period  the  appraisal 
assignment  which  was  the  basis  for  the  issuance 
of  his  or  her  temporary  practice  permit,  such 
individual  must  be  allowed  to  apply  for  the 
renewal  of  the  temporary  practice  permit  at  a 
renewal  fee  that  does  not  exceed  the  cost  of  the 
original  permit. 


II.    RECIPROCITY 

In  many  parts  of  the  country,  the  geographic  area 
for  an  appraiser's  day-to-day  business  may  lie 
within  two  or  three  states.  In  such  cases,  the 
"temporary  practice'  provisions  referred  to  above 
are  not  appropriate  to  handle  the  appraiser's  out- 
of-state  business  and  the  appraiser  may  be 
forced  to  become  licensed  or  certified  in  two  or 
three  states.  This  means  that  several  states  will 
be  required  to  administer  all  the  many  steps  that 
are  required  by  the  regulatory  process  eind 
maintain  all  of  the  related  files  and  records.  In 
this  situation,  reciprocity  agreements  make  a 
great  deal  of  sense  because  they  avoid 
duplication  of  effort  and,  in  doing  so,  lessen  the 
administrative  burden  on  each  of  the  various 
states  involved  as  well  as  the  burden  on  the 
appraiser.  As  of  March  1992,  35  states  have 
made  some  provision  in  their  rules  for  entering 
into  reciprocity  agreements  with  other  states  and 
it  is  the  hope  of  the  Appraisal  Institute  that 
ultimately  all  states  will  adopt  this  approach. 

A  reciprocity  agreement  entered  into  by  two  or 
more  states  provides  an  individual  who  is  a 
licensed  or  certified  appraiser  in  his  or  her  home 
state  with  a  "shortcut"  to  becoming  a  non-resident 
licensed  or  certified  appraiser  in  another  state.  It 
also  enables  this  individual  to  maintain  this  status 
over  a  period  of  time  by  submitting  to  only  one 
state  appropriate  evidence  of  compliance  with 
continuing  education  requirements  for  renewal. 


The  Appraisal  Institute  believes  that  an 
appropriate  reciprocity  agreement  should  meet 
the  following  requirements: 

A.  Equivalency  or  Requirements.  A  reciprocity 
agreement  between  two  states  should  recite  that 
the  qualifications  for  licensing  and/or  certification 
(including  renewal)  in  one  state  are  substantially 
equivalent  to  the  qualifications  for  licensing 
and/or  certification  (including  renewal)  in  the 
other  state.  In  addition,  a  reciprocity  agreement 
should  provide  that  an  appraiser  who  is  currently 
licensed  and/or  certified  in  his  or  her  home  state 
and  applies  for  a  non-resident's  license  or 
certification  in  the  other  state  must  certify  under 
oath  that  he  or  she  is  licensed  or  certified,  and  in 
good  standing,  in  his  or  her  home  state. 

B.  No  SPECinc  Time  Limit.  A  reciprocity 
agreement  between  two  states  should  not  have 
a  specific  time  limit  or  expiration  date  but  rather 
should  be  tied  to  future  changes,  by  either  state, 
in  the  requirements  for  appraiser  licensing  and/or 
certification  (or  for  renewal). 

C.  Application  Process.  A  reciprocity 
agreement  between  two  states  should  provide 
that  an  appraiser  applying  for  a  non-resident's 
license  or  certification  must  fill  out  a  proper 
application,  pay  the  proper  fee,  and  give  the 
enacting  state  an  irrevocable  consent  to  service 
of  process  in  the  enacting  state. 

D.  Additional  Provisions.  Since  reciprocity 
between  states  is  not  mandated  by  Title  XI, 
reciprocity  agreements  may  also  contain  the 
following  additional  provisions: 

1.  Knowledge  of  Slate  Law.  The  applicant  for 
a  non-residenf  s  license  or  certification  may  be 
required  to  certify  in  his  or  her  application  that 
he  or  she  is  familiar  with  the  laws  and 
regulations  of  the  enacting  state  that  relate  to, 
or  have  an  effect  upon,  the  appraisal  of  real 
estate  in  the  enacting  state. 

2.  No  Pending  Disciplinary  Proceedings-  An 
applicant  for  a  non-resident's  license  or 
certification  may  be  required  to  certify  in  his  or 
her  application  that  no  disciplinary 
proceedings  are  currently  pending  against  the 
applicant  in  any  state. 
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March  19,  1993 


The  Honorable  Richard  C.  Shelby 
United  States  Senate 
509  Senate  Hart  Office  Building 
Washington,  DC  20510 

The  Honorable  Douglas  K.  Bereuter 
United  States  House  of  Representatives 
2348  Rayburn  House  Office  Building 
Washington,  DC  20515 


Dear  Senator  Shelby  and  Representative  Bereuter: 

As  Representatives  of  the  undersigned  groups  we  are  writing  to  you  to 
express  our  support  for  your  initiative  to  encourage  reciprocity  for  real  estate 
appraisers  among  the  various  states.  Section  102,  Real  Estate  Appraisal 
Amendment,  of  S.  265  and  H.R.  962  calls  upon  states  to  enter  into 
reciprocal  agreements  to  allow  qualified  appraisers  to  practice  in  another 
state  without  incurring  an  unnecessary  administrative  burden.  This  will  allow 
lenders,  consumers,  and  other  users  of  appraisal  services  greater  access  to 
the  benefits  of  an  appraisal  report  produced  by  a  professional  real  estate 
appraiser.  Section  102(c)  will  prevent  a  State  appraiser  certifying  or 
licensing  agency  from  imposing  excessive  fees  or  burdensome 
requirements  for  temporary  practice. 

In  our  opinion,  these  provisions  will  help  avoid  duplication  of  effort  and  ease 
some  of  the  administrative  costs  of  lending  institutions  and  state  regulators 
without  jeopardizing  the  safety  and  soundness  of  our  nation's  financial 
institutions.  In  short,  the  loan-making  process  will  be  facilitated. 
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Senator  Shelby  and  Representative  Bereuter 
March  19,  1993 
Page  Two 

We  support  legislative  and  regulatory  initiatives  which  provide  necessary 
regulatory  relief  to  depository  and  lending  institutions  while  ensuring  that 
safety  and  soundness  considerations  are  maintained.  Section  102  of  S.265 
and  H.R.  962  will  help  accomplish  these  objectives.  We  urge  Congress  to 
give  favorable  consideration  to  measures  such  as  reciprocity  for  appraisers 
among  states. 


Sincerely, 


Bernard  JJ^^u(\\a\n,  MAI,  SRA 

President 

Appraisal  Institute 

2555  M  Street,  NW,  Suite  301 

Washington,  DC  20037 


Charles  M.  Reid' 
President 

Mortgage  Insurance  Companies 
of  America 
805  15th  Street,  NW,  Suite  1110 
Washington,  DC  20005 


Tharrell  D.  Ming,  ARA 

President 

American  Society  of  Farm  Managers 

and  Rural  Appraisers 
950  South  Cherry  Street,  Suite  508 
Denver,  CO  80222 
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BERNARD  J.  FOUNTAIN.  MAI.  SRA 
PKESIDfNT 


^^f^^^^^^K^^^L  ^-  fountain  4  CofnfMny.  Inc 

^^^  ^^^^^  ^^^  ^^  On*  Fountain  Squirt 

APPRAISAL  ainlon  Corncn.  NY   I2SM 

i  N  STITUTE  IJI4)  2M-JM7  FAX 


March  4.  1993 


Denny  D.  Dumler 
Chair.  Consumer  Advisory  Council 
Colorado  National  Bank  of  Denver 
950  1 7th  Street,  Suite  530 
Denver,  CO.   80202 


Dear  Mr.  Dumler: 

As  President  of  the  Appraisal  Institute,  the  recognized  authority  in  real  estate  appraisal 
representing  more  than  32,000  members  and  affiliates  nationwide,  I  commend  you  and 
the  members  of  the  Consumer  Advisory  Council  (CAC)  of  the  Federal  Reserve  Board 
(FRB)  for  addressing  the  issues  related  to  unlawful  mortgage  discrimination.  As  a 
matter  of  principle,  the  Appraisal  Institute  is  committed  to  a  policy  of  non-discrimination 
in  appraisal  practice.  Our  designated  members  and  affiliates  are  required  to  meet  the 
industry's  highest  education  and  experience  standards  and  are  held  accountable 
pursuant  to  a  stringent  code  of  professional  ethics. 

Because  of  the  significant  public  policy  interests  involved,  the  Appraisal  Institute  has  led 
the  fight  in  promoting  appraisal  education  and  experience  requirements  which  stress 
accountability  and  reliability  in  the  appraised  profession.  We  believe  it  is  crucial  that  the 
federal  regulators  apply  appropriate  appraisal  standards  for  all  real  estate-related 
transactions,  including  those  transactions  which  involve  low  and  moderate  income  and 
minority  applicants. 

As  you  know,  the  1990  and  1991  Home  Mortgage  Disclosure  Act  (HMDA)  data  and  the 
1 992  report  by  the  FRB  Bank  of  Boston  indicate  that  Blacks  and  Hispanics  applying  for 
mortgage  loans  at  lending  institutions  were  more  likely  than  White  applicants  to  be 
denied  credit.  The  HMDA  data  and  the  Boston  study  point  out  the  important  need  to 
address  all  factors  which  may  account  for  the  alarming  results.    In  light  of  the  HMDA 
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data,  regulatory  action  which  reduces  appraisal  standards  for  transactions  below 
$100,000  is  contrary  to  the  interests  of  those  who  may  be  subject  to  discriminatory 
practices.  Appropriate  appraisal  standards,  as  mandated  by  Congress  in  Title  XI  of 
FIRREA,  must  be  maintained  for  all  transactions  to  help  ensure  that  low  and  moderate 
income  and  minority  applicants  are  not  discriminated  against.  As  stated  by  the 
Mortgage  Lending  Task  Force  of  the  American  Bankers  Association  (ABA)  in  their 
Report  issued  on  May  21,  1992; 

While  appraising  is  not  an  exact  science,  an  accurate  appraisal  is  a  critical 
element  in  the  mortgage  lending  process  because  it  determines  the  dollar 
amount  of  mortgage  loan  a  property  will  support.  If  the  appraisal  is  below 
market  value,  potential  buyers  will  have  to  make  a  large  down  payment  -  and  this 
may  make  the  purchase  impossible.  ABA  has  begun  a  cooperative  effort  with  the 
Appraisal  Institute  to  identify  the  problems  from  both  the  lender  and  appraiser 
perspective. 

Similarly,  the  1 992  Mortgage  Bankers  Association  of  America  (MBA)  HMDA  Task  Force 
Report  pointed  out  the  need  for  an  effective  appraisal  program.  The  MBA  Report  made 
recommendations  as  to  how  the  mortgage  banking  industry  should  address  the  issue  of 
making  mortgage  credit  available  to  all  qucUified  applicants,  These  recommendations, 
based  on  information  obtained  from  lenders  nationwide,  discussions  with 
representatives  of  community  groups,  and  articles  analyang  the  HMDA  results, 
included  increased  training  programs  for  individuals  involved  in  the  loan  decision, 
additional  review  procedures  in  the  underwriting  process,  and  increased  monitoring  of 
third  parties,  including  real  estate  appraisers. 

The  Consumer  Federation  of  America  (CFA)  has  urged  Congress  to  lower  the  appraisal 
de  minimis  level  to  $10,000  in  order  to  protect  low  and  moderate  income  individuals. 
Stated  the  CFA  in  their  May  1,  1992  testimony  before  the  House  Banking  Committee: 

Homes  that  are  valued  less  than  $100,000,  of  which  approximately  50%  of  those 
that  sell  each  year  are,  can  just  as  easily  be  subjected  to  false  appraisals  as 
those  in  the  higher  price  range.  Low  income  consumers  must  stilt  have  an 
appraisal,  and  pay  for  an  appraisal,  to  get  a  home  mortgage  loan  from  most 
lenders.  If  the  appraisal  is  arranged  by  a  real  estate  broker,  intent  on  finalizing  a 
deal  at  the  contract  price,  a  low  income  person  could  easily  be  subjected  to  false 
appraisals  that  simply  put  the  house  value  at  the  contract  price,   without 
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evaluating  the  market  properly,  without  evaluating  the  site  properly. ...Low  and 
moderate  Income  consumers,  particularly  In  a  recession  period,  have  to  move 
often  to  find  and  hold  a  job.  They  enter  a  real  estate  market  they  have  no 
knowledge  of  and  can  be  taken  for  thousands  over  the  actual  market  price. 

The  Appraisal  Institute  urges  the  federal  financial  institutions  regulatory  agencies  to 
promote  public  policy  which  protects  minority  and  low  and  moderate  income  applicants 
from  unfair  credit  practices.  As  Chairman  Henry  B.  Gonzalez  (D-Texas)  stated  at  a 
joint  HMDA  hearing  conducted  by  the  House  Subcommittee  on  Consumer  Affairs  and 
the  House  Subcommittee  on  Housing  and  Community  Development  on  May  14,  1992, 
"let  us  hope  that  this  hearing  enables  all  witnesses  before  us  to  examine  their 
respective  responsibilities  and  lay  out  what  proactive  steps  can  be  taken  to  stem  this 
continuing  disease  of  racial  discrimination."  Making  sure  that  all  applicants  receive  the 
benefit  of  a  skilled  professional  appraiser,  accountable  to  the  State  and  required  to 
observe  industry  standards,  is  the  type  of  proactive  step  that  can  and  should  be  taken 
by  our  nation's  federal  regulators. 

The  Appraisal  Institute  has  some  specific  suggestions  to  the  federal  regulators  which 
would  help  ensure  quality  appraisals  for  all  loan  applicants  without  Increasing  the 
regulatory  burden  on  financial  institutions. 

♦  Mandate  USPAP  For  All  Transactions 

The  Uniform  Standards  of  Professional  Appraisal  Practice  (USPAP)  have  been 
promulgated  by  the  Appraisal  Standards  Board  (ASB)  of  The  Appraisal  Foundation  as 
the  industry-wide  standard  for  the  development  of  an  appraisal  and  the  reporting  of  the 
results  of  that  appraisal.  USPAP  instmction  is  a  part  of  basic  appraiser  educational 
criteria.  Government  agencies,  financial  institutions  and  other  users  of  appraisal 
services  readily  acknowledge  that  USPAP  is  the  accepted  industry  standard.  On 
September  16lh,  1992  the  federal  regulators  testified  before  the  Subcommittee  on 
General  Oversight  and  Investigations  of  the  Committee  on  Banking,  Rnance  and  Urban 
Affairs  and  cited  the  fairness  and  effectiveness  of  USPAP.  FRB  Governor  John  P. 
LaWare  testified  that  "our  experience  with  appraisals  since  the  adoption  of  the  revised 
USPAP  standards  appears  to  indicate  that  these  standards  adequately  address  the 
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concerns  expressed  in  the  legislative  history  of  RRREA  regardng  the  sufficiency  of 
appraisal  standards.*  It  is  dear  that  tJSPAP  provides  darity  and  consistency  to 
regulators,  lenders,  and  appraisers  in  a  manner  which  is  fair  to  everyone.  To  divert 
from  or  circumvent  the  standards  would  only  lead  to  confusion  among  all  parties 
involved.  We  urge  the  regulators  to  apply  the  appraisal  industry  standards,  as  set  forth 
by  The  Appraisal  Foundation,  to  ail  transactions,  including  those  tielow  $100,000. 


♦  State  Enforcement  Of  Stanoarik  Should  Apply  To  All  Valuations 

The  appraisal  rules  of  the  federal  finandal  institutions  regulatory  agendes  all  contain  an 
enforcement  provision  which  states  that  institutions  and  Institution-affiliated  parties, 
including  staff  appraisers  and  fee  appraisers,  may  be  subject  to  removal  and/or 
prohibition  orders,  cease  and  desist  orders,  and  the  imposition  of  dvil  money  penalties. 
In  their  September  16th.  1992  testimony  beiote  the  Sutx:ommittee  on  General 
Oversight  and  Investigations,  the  FDIC  addressed  the  importance  of  a  state 
enforcement  mechanism:  "Without  a  state  regulatory  framework,  it  is  very  difficult  to 
stop  appraisers  from  engaging  in  inappropriate  appraisal  practices.  The  state  appraiser 
agencies  can  now  disdpline  unethical  or  incompetent  appraisers."  The  certification  or 
license  assures  the  user  of  appraisal  services  that  the  appraiser  has  a  minimum  level  of 
experience,  education,  and  knowledge  of  appraisal  practices.  Appraisal  designations 
such  as  those  conferred  by  the  Appraisal  Institute  are  further  evidence  of  professional 
ability  and  experience. 

Currently,  however,  the  federal  enforcement  provisions  do  not  cover  transactions  below 
$100,000.  This  would  exempt  over  half  of  home  sale  transactions  in  the  United  States. 
In  some  regions,  where  the  median  home  price  is  much  lower,  such  as  in  the  South 
and  the  Midwest,  an  even  larger  portion  of  home  sales  would  be  exduded.  In  addition, 
a  substantial  portion  of  commercial  transactions  would  be  affected.  A  Congressionally 
mandated  study  of  a  commercial  de  minimis  by  the  Office  of  Management  and  Budget 
(OMB)  estimated  that  forty-five  percent  of  all  commerdal  transactions  would  be 
exempted  under  the  present  threshold.  Stated  the  OMB,  "the  importance  of  an 
appraisal  increases  with  the  riskiness  of  the  transaction.     Therefore,  appraisals  by 
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certified  or  licensed  appraisers  should  be  particularly  valuable  for  commercial  real 
estate  lending,  which  tends  to  be  more  risky  than  residential  lending."  The 
inconsistency  of  having  a  state  enforcement  program  for  some  trcinsactions  but  not  for 
others  will  hamper  the  states  in  their  enforcement  proceedings  and  create  more 
confusion  for  lenders,  examiners,  appraisers  and  the  general  public.  We  strongly 
recommend  that  the  federal  enforcement  provisions,  mandated  by  Title  XI,  apply  to 
transactions  below  $100,000. 

USPAP  and  state  enforcement  provisions  do  not  impose  a  new  administrative  burden 
on  financial  Institutions.  In  fact,  adequate  valuations  of  have  always  been  an  Integral 
part  of  the  underwriting  process.  Further,  evidence  shows  that  implementation  of 
USPAP  and  a  state  enforcement  mechanism,  as  required  by  Title  XI,  have  not  led  to 
an  increase  in  costs  or  delays  for  quality  appraisals. 

USPAP  And  State  Enforcement  Provisions  Have  Not  Led  To  Increased  Fees 

The  Appraisal  Subcommittee  (ASC)  of  FFIEC,  in  their  1992  Annual  Report  recently 
submitted  to  Congress,  found  that  over  66,000  real  estate  appraisers  were  licensed 
and  certified.  With  the  numbers  still  increasing,  marketplace  competition  has  kept 
appraisal  fees  stable.  The  results  of  a  national  survey  by  the  CFA,  on  behalf  of  its  50 
million  members,  indicate  that  appraisal  costs  have  not  risen  nor  is  there  any 
correlation  between  a  certification,  or  even  a  designation,  and  the  cost  of  an  appraisal. 
Stated  the  CFA.  'because  certification  of  some  sort  is  already  wide-spread  and  easy  to 
find,  and  banks  and  mortgage  companies  all  require  the  standard  forms  they  provide, 
CFA  finds  no  evidence  of  added  costs  that  would  substantially  alter  the  price  of 
appraisals  for  the  consumer."  The  Institute  for  Strategy  Development  (ISD),  a  financial 
services  consulting  firm  in  Washington,  DC,  conducted  a  study  entitled  "Safety  And 
Soundness  Implications  Of  Altemative  De  Minimis  Tests."  The  study  discovered  that 
appraisal  fees  and  bank  operating  costs  should  not  increase  under  a  low  de  minimis 
test.  The  new  licensing  procedures,  according  to  ISD,  "should  spur  an  increase  in  the 
supply  of  appraisers,  helping  to  reduce  prices.' 

It  should  be  noted  that  the  cost  of  an  appraisal  is  a  very  small  component  in  the  total 
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fees  and  costs  that  are  associated  with  a  real  estate  transaction.  Loan  origination  fees, 
title  insurance,  credit  reports,  surveys,  environmental  aucfits,  and  brokerage 
commissions  are  alt  costs,  in  addition  to  an  appraisal  fee,  that  must  tie  accounted  for  In 
a  real  estate  transaction. 

USPAP  And  State  Enforcement  Provisions  Have  Not  Resulted  In  Appraiser  Shortages 

Concerns  regarding  a  \ack  of  available  appraisers  or  delays  in  obtaining  appraisal 
services  have  been  laid  to  rest.  In  fact,  the  National  Association  of  Realtors  (NAR) 
stated  in  their  Feixuary  1st,  1993  Realtor  News  that  'no  appraiser  shortages  have  been 
reported  by  members. '  You  should  be  aware  that  the  requirements  for  state  licensing 
are  not  burdensome.  The  Appraiser  Qualifications  Board  (AQB)  of  The  Appraisal 
Foundation  has  recommended  seventy-five  hours  of  education,  2,000  hours  of 
experience,  and  passage  of  a  State  examination  as  being  adequate  minimum 
qualifications.  Seventy-five  hours  represemts  course  work  of  roughly  two  and  a  half 
weeks.  Further,  in  the  event  that  an  individual  may  lack  the  necessary  education  or 
experience  required  for  licensing,  they  may  take  advantage  of  transitional  licensing  in 
many  states. 

♦  Use  Of  Departure  Provision  And  Elimination  Of  Duplicative  Standards 

The  Appraisal  Institute  recognizes  that  the  federal  financial  institutions  regulatory 
agencies  are  working  on  ways  to  comply  with  statutory  mandates  and  at  the  same  time 
attempting  to  ease  the  regulatory  burden  imposed  on  depository  institutions.  We 
believe  the  regulators  can  accomplish  ttiis  objective  and  still  have  valuations  involving 
real  estate  transactions  conform  to  USPAP. 

Rrst,  the  regulators  should  implement  the  Departure  Provision  of  USPAP  which 
recognizes  ttiat  while  standards  are  essential  In  any  appraisal  report  not  all  the 
reporting  and  recordkeeping  requirements  of  USPAP  are  necessary  for  each 
transaction.  The  Departure  Provision  of  USPAP  says,  in  part  ttie  foltowing: 
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This  provision  permits  limited  exceptions  to  sections  of  the  Uniform  Standards 
that  are  classified  as  specific  guidelines  rather  than  binding  requirements.  The 
burden  of  proof  Is  on  the  appraiser  to  decide  before  accepting  a  limited 
assignment  that  the  result  will  not  confuse  or  mislead.  The  burden  of  disclosure 
is  also  on  the  appraiser  to  report  any  limitations. 

Under  USPAP,  the  appraisal  report  must  provide  an  analysis,  opinion  or  conclusion 
which  does  not  mislead  or  confuse  the  client,  the  users  of  the  report,  or  the  public. 
However  in  specific  limited  circumstances,  where  the  financial  risk  is  minimal,  the 
financial  institutions,  by  utilizing  the  Departure  Provision  of  USPAP.  would  be  able  to 
provide  updated  appraisals  which  comply  with  the  intent  of  Title  XI  of  FIRREA  and  at 
the  same  time  meet  safety  and  soundness  concerns. 

Second,  the  regulators,  while  mandating  that  all  valuations  comply  with  USPAP,  could 
eliminate  most  of  the  additional  appraisal  standards  set  forth  in  the  1990  appraisal  rule. 
In  many  circumstances,  these  standards  merely  mirror  or  augment  USPAP  and  are 
thus  duplicative. 

The  Appraisal  Institute  welcomes  the  opportunity  to  work  with  the  agencies  and  the 
CAC  on  proper  regulations  to  deal  with  these  important  matters.  Obviously,  rules 
governing  appropriate  circumstances  for  Departure  from  USPAP  must  be  carefully 
crafted  in  order  to  prevent  an  abuse  of  the  procedure  and  should  be  done  in 
accordance  with  AS6  policies. 

We  look  forward  to  working  with  you  on  this  and  other  important  issues  of  mutual 
interest.  Thank  you  for  your  thoughtful  consideration  of  our  concerns. 


Sip«ej^ly. 

Bemard  J.  Fountain,  MAI,  SRA 
President 
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CLOSING  COSTS 


Loan  Origination  Fee 

$404 

Appraisal  Fee 

250 

Credit  Report 

110 

Document  Preparation 

195 

Closing  Fee 

250 

Title  Search 

165 

Title  Insurance 

198 

Tax  Status  Report 

15 

Messenger  Fees 

69 

Recording  Fees 

75 

TOTAL 


$1,731 


From  the  settlement  costs  of  a  $50,000  condominium 
in  Washington,  DC 
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Mr,  Spratt.  Thank  you  very  much  for  your  testimony.  We  appre- 
ciate it.  It  has  been  very  useful. 

Let's  turn  to  the  regulators.  The  next  witness,  then,  would  be 
Mr.  Charles  Wood,  the  chairman  of  the  Georgia  Real  Estate  Ap- 
praisers Board  and  a  member  of  the  board  of  directors  of  the  Asso- 
ciation of  Appraisal  Regulatory  Officials. 

Mr.  Wood,  welcome,  and  we  welcome  your  testimony.  We  will 
make  the  testimony  as  you  filed  it  part  of  the  record,  without  objec- 
tion, and  allow  you  to  summarize  it  as  you  see  fit.  The  floor  is 
yours.  Thank  you  very  much  for  coming. 

STATEMENT  OF  CHARLES  S.  WOOD,  CHAIRMAN,  GEORGLV 
REAL  ESTATE  APPRAISERS  BOARD,  AND  MEMBER  OF  THE 
BOARD  OF  DIRECTORS,  ASSOCIATION  OF  APPRAISER  REGU- 
LATORY OFFICIALS  [AARO] 

Mr.  Wood.  Thank  you,  sir,  and  distinguished  Members  of  the 
Congress. 

I  am  Charles  Wood.  I  represent  the  Association  of  Appraisal  Reg- 
ulatory Officials  as  a  member  of  the  board  of  directors.  I  have  been 
active  in  the  appraisal  industry  since  1972,  and  am  currently  the 
chairman  of  the  Georgia  Real  Estate  Appraisers  Board. 

AARO's  president  Mark  Stauffer  of  South  Carolina  is  in  the  proc- 
ess of  moving,  changing  jobs.  Jack  Bowman,  the  president-elect,  is 
currently  recovering  from  the  storm  damage.  And,  of  course,  speak- 
ing to  Henry  Jollie  last  Friday  afternoon,  he  sends  his  regards  to 
you,  sir. 

It  is  an  honor  for  me  to  appear  before  this  distinguished  body. 
AARO  has  been  active  on  both  State  and  national  levels  since  1991. 
It  welcomes  all  State  and  local  regulatory  officials  to  join. 

It  was  interesting  to  hear  Treasury  Secretary  Bentsen's  remarks 
last  Tuesday  that  the  loan  officers  are  ready  to  go  back  to  work. 
It  was  also  interesting  to  note  that  the  increase  from  $50,000  to 
$100,000  went  through  even  though  the  vote  was  against  it.  Now 
I  understand  there  is  a  proposal  to  increase  this  figure  to  $250,000. 

Bert  Lance,  who  was  with  0MB  under  Mr.  Carter,  enjoyed  mak- 
ing these  character  loans.  You  remember  what  that  put  Mr.  Lance 
through  in  the  late  1970's,  sir.  So  these  were  not  things  that  were 
looked  on  favorably  either  by  the  banking  industry  or  by  his  own 
depositors. 

We  have  many  of  the  small  farmer-type  banks  currently  in  seri- 
ous trouble.  As  a  matter  of  fact,  I  deal  with  some  of  them  myself, 
and  working  to  help  many  of  them  get  through  some  of  their  real 
bad  situations. 

We  also  have  real  large  banks  who  come  into  the  area  who  don't 
have  any  personal  knowledge  of  individuals  and  get  close  to  them. 
Therefore,  these  people  are  out  of  touch  with  most  of  our  small 
business  people. 

I  do  not  believe  President  Clinton  is — I  do  support  President 
Clinton  in  overcoming  the  credit  crunch,  I  do  not  believe  that  he 
wants  us  to  throw  caution  to  the  winds. 

Most  loan  officers  can  and  do  learn  how  to  make  consumer  loans 
in  college  and  other  banking  schools.  Even  loans  as  low  as  $1,000 
and  upward  for  automobiles  must  be  appraised,  i.e.,  the  NADA 
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book  providing  both  retail  and  wholesale  values,  based  on  mileage 
and  added  components.  Why  not  real  estate  loans  also? 

If  you  truly  took  a  survey  of  loan  applicants  not  approved  for  a 
loan,  you  would  find  that  the  major  fault  was  their  credit  history, 
not  a  slowdown  caused  by  the  real  estate  appraiser  or  the  fee 
charged.  Most  applicants  disapproved  for  a  loan  have  large  credit 
card  oalances  issued  by  many  of  these  same  lenders  at  a  high  rate 
of  interest  such  as  16  to  20  percent  and  cannot  qualify  until  these 
credit  card  loans  are  paid. 

These  people  are  in  debtors'  prison  and  cannot  break  out  until 
these  loans  are  cleared.  Most  of  us  know  this  likely  will  not  hap- 
pen, as  long  as  these  credit  card  loans  go  at  16  to  20  percent. 

Former  Congressman  Barnard  discovered  in  the  mid-1980's  that 
many  real  estate  loans  were  made  with  faulty  or  no  appraisals. 
This  was  happening  also  in  the  mid-1970's. 

I  personally  know  of  one  major  lender  that  was  financing  a  large 
subdivision.  The  loan  officer  was  coming  out  looking  at  the  prop- 
erties, giving  advanced  draws,  appraising  the  value  of  the  various 
houses.  It  was  discovered  after  the  builder  left  town,  he  had  37 
houses  in  various  states  of  completion,  not  as  certified  by  this  loan 
officer.  Many  of  them  lacked  such  things  as  wiring  in  the  walls. 
You  take  off  a  panel,  guess  what,  no  wiring.  You  take  up  the  com- 
mode, no  piping  underneath.  So  these  things  were  brought  out  in 
title  XI. 

Also,  Mr.  Keating  had  many  of  these  houses  out  in  Arizona,  if 
you  remember,  sir.  And  he  was  just  one  of  the  many  bankers. 

So  raising  the  de  minimis  to  avoid  the  State-regulated  licensed 
and  certified  appraisers  appears  to  be  contrary  to  the  spirit  and  in- 
tent of  the  Finsmcial  Institutions  Reform,  Recovery,  and  Enforce- 
ment Act  of  1989. 

As  a  deadline  for  the  enactment,  if  the  regulatory  programs  to 
generate  State  licensed  and  certified  appraisers  on  January  1, 
1993,  it  is  curious  to  note  that  the  threshold  value  was  raised  in 
absence  of  any  track  record  at  all  throughout  the  Nation. 

Clearly,  a  hike  in  the  de  minimis  value  is  intended  to  continue 
business  as  usual  between  member  institutions  and  privately  des- 
ignated appraisers  and/or  staff  appraisers. 

Each  member  of  this  great  country  is  currently  paying  an  esti- 
mated $3,000  to  $5,000  for  the  problems  of  S&L's.  The  average  cost 
of  a  home  in  the  United  States  is  approximately  $100,000.  The  av- 
erage appraisal  is  about  $250,  which  is  approximately  one-quarter 
of  1  percent. 

Now,  Uiat  $3,000  to  $5,000  could  pay  for  a  lot  of  those  single- 
family  appraisals.  There  is  no  quick  school  to  learn  the  art  of  ap- 
praising real  estate.  When  you  enter  this  profession,  expect  to  see 
a  minimum  of  2,000  hours  of  work,  50  full-time  weeks,  1  to  2  years 
according  to  the  license  you  may  be  looking  at.  You  walk  into  many 
of  these  loan  officers  that  you  see  in  the  bank.  Many  of  them  have 
not  been  there  any  more  than  a  year.  What  are  their  backgrounds 
in  the  appraisal  business? 

Many  banks  have  resorted  to  real  estate  brokers  and  salespeople 
again  to  provide  real  estate  valuations.  Yet  these  people  have  very 
limited  experience  in  valuation.  These  same  people  do  not  under- 
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stand  the  requirements  of  the  lender  or  the  obHgations  they  are  ac- 
cepting for  these  assignments. 

Take  a  few  minutes  the  next  time  you  go  to  a  bank.  Ask  a  loan 
officer  how  much  training  they  have  in  real  estate  valuation.  How 
many  home  loans  have  tney  made?  How  do  they  inspect  a  house 
if  they  are  coming  up  with  the  value  of  it?  And,  of  course,  many 
good  banks  have  problem  real  estate  loans  which  are  of  major  con- 
cerns in  audits. 

There  is  a  great  cancer  in  the  real  estate  industry,  the  practice 
of  making  loans  without  the  benefit  of  appraisals.  Opinions  of 
value  without  the  benefit  of  the  appraisal  were  responsible  for  90 
percent  of  the  failed  loans  that  at  the  present  are  estimated  to  cost 
the  taxpayers  slightly  over  $150  billion.  And  the  loan  officer  often 
received  bonuses  on  loans  closed  for  which  not  only  did  they  write 
the  opinion  of  value  to  be  placed  in  the  file  to  have  proof  of  secu- 
rity, but  there  no  longer  is  a  monopoly  on  commercial  appraisals. 

All  appraisers  who  are  State  certified  are  mandated  to  have  con- 
tinuing education  and  are  regulated  by  State  appraiser  regulatory 
commissions.  The  Federal  Government  now  has  a  register  that  con- 
tains the  names  of  every  participating  certified  appraiser,  licensed 
appraiser.  And  the  risk  of  lending  without  security  based  on  a 
qualified  opinion  beyond  the  de  minimis  level  of  $100,000  is  mini- 
mal. 

For  instance,  establishing  a  de  minimis  assumes  a  value  prior  to 
the  analysis.  It  is  not  reasonable  to  conclude  a  small  amount  of 
sugar  won't  hurt  your  car  and  the  gas  tank,  or  driving  without  a 
seat  belt  is  OK  if  you  are  only  going  a  short  distance. 

I  would  like  you  to  look  at  small  business  loans.  Many  of  them 
are  for  1  to  4  family  units.  You  can  also  look  at  many  other  small 
business  loans  in  your  community  and  other  communities  through- 
out the  Nation,  and  where  the  proposed  policy — it  would  be  feasible 
that  $1  milHon  loan  could  be  made  by  having  secured  four  $250,000 
properties  without  the  benefit  of  an  appraisal. 

How  many  of  you  would  like  to  be  the  security  holder  on  a  $1 
million  loan  that  has  just  a  letter  in  the  file  about  the  collateral 
on  four  parcels  of  vacant  land  estimated  in  the  loan  officer's  opin- 
ion to  be  worth  $250,000  each? 

So  the  appraisal  of  property  today  may  be  a  little  more  costly  be- 
cause of  FIRREA.  They  have  got  a  lot  of  extra  forms  they  want  us 
to  fill  out.  Many  of  the  things  brought  up  this  morning  by  bankers, 
we  fill  out  for  tnem. 

As  an  example,  both  the  surveyor  and  ourselves  provide  the  flood 
map  data  on  there.  A  number  of  these  other  things,  it  is  added  on. 
Environmental,  we  are  supposed  to  look  at  those  issues  also  and 
provide  information  to  the  lender  if  we  see  any  of  that. 

So  many  of  these  things  are  already  part  of  our  loan.  But  I  do 
not  believe  that  President  Clinton  intends  to  throw  caution  to  the 
wind.  So  let's  keep  the  real  estate  loans  with  a  good  solid  appraisal 
to  back  it  up,  sir. 

Thank  you  very  much,  and  it  is  an  honor  to  appear  before  you. 

[The  prepared  statement  of  Mr.  Wood  follows:] 
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APPERRfttCE  BEFORE  THB  HDOSE  GOfVERttffiWEM.  AFFAIRS  OOtllTTEE.  MAHQI  23. 
1993. 

Charles  S.  Nbod,  I6A 

GOGD  ICRNINS  MR.  CHAIRMAN  AN)  DISTINQUISHED  MEMBERS  OF  GCHSESS. 


I  AM  CHAREfS  S.  NOGD,    I  REPRESQfT  THE  ASSOCIATICN  CF  APPRAISER 
RBGUEADORY  OFFICIALS  (AARO)  AS  A  MQIBER  OF  THE  BOARD  OF  DIRBCHORS. 
I  HAVE  BEEN  AN  ACTIVE  REAL  ESTATE  APPRAISER  SINCE  1972  AND  AM  THE 
CURRENT  CHAIRMAN  OF  THE  GEORGIA  REAL  ESJKTE  APPRAISERS  BOARD.     ARRO'S 
PRESIDENT  MARK  STAUFFER,   OF  SC(7IH  CAROLINA  IS  IN  THE  PROCESS  OF 
(31ANGING  JOBS.      JACK  BOtMAN,   ST.   Pb'illKSBURG,   FLORIDA  IS  STILL  MOKKINS 
TO  RBOOVERSr  FROM  THE  STORM  DAMAGE  IflUCH  OCCURRED  CN  THE  MEEKEND  OF 
MARCH  13,    1993.     BOTH  SEND  THEIR  REGRETS. 


IT  IS  TRULY  AN  HONOR  FOR  ME  TO  APPEAR  BEFORE  THIS  DISTINGUISHED  BOGY 

OF 

GOVERNMENT. 


AARO  HAS  BEEN  ACTIVE  IN  WORKING  WITH  APPRAISAL  WWS,   BOTH  ON  STATE 
AND  NATIONAL  I£VELS  SINCE  1991,  AND  I  HAVE  BEEN  WORKING  WITH  THESE 
LAWS  SQCE  1988.   IT  WAS  INTERESTING  TO  HEAR  TREASURY  SECRETARY 
BENSEN'S  REMARKS  LAST  TUESDAY,  "THE  LOAN  OFFICERS  ARE  READY  TO  GO 
BACK  TO  WORK. " .   IT  WAS  ALSO  INTERESTING  TO  NOTE  THAT  THE  EC  MINIMIS 
WAS  INCREASED  FROM  $50,000.  TO  $100,000.  LAST  YEAR  EVEN  THOUm  THE 

VOOE  WAS  AGAINST.   NOW  I  UNEKRSTAND  THERE  IS  A  PROPOSAL  TO  INCREASE 
THIS  FIGURE  TO  $250,000.00. 

page  1 
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I  DO  SUFPCRT  PRESHran'  OilNrCN  IN  OVER0GMIN6  THE  O^EDIT  CRUNCH.   I  DO 
NOT  BELIEVE  1HAT  HE  WANTS  CAITTIGN  THRONN  TO  THE  WINDS.  MDST  LOAN 
OFFICERS  CAN  MSi   DO  I£ARN  HOW  TO  MAKE  CONSUMER  LOANS  IN  OOLUXX  AND 
CnHER  BANKING  SCHOOLS.  EVEN  LOANS  AS  LOW  AS  $1,000  AND  UPWARD  FOR 
ADTCMOBHES  must  be  evaluated  based  CN  an  APPRAISAL,  I.E  NADA  BOCK 
PROVIDING  BOIH  RETAIL  AND  WHQL£SAI£  VALUES,  BASED  CN  MII£AC£  AND  AECED 
OCMPCNENTS. 

IF  YOU  TRULY  TOCK  A  SURVEY  OF  LOAN  APPLICANTS  NOT  APPROVED  FOR 
A  LOAN,  YOU  WOUID  FIND  1HAT  THE  MAJOR  FAULT  WAS  THEIR  CREDIT  HISTORY 
NOT  A  SLOW  DOWN  CAUSED  BY  IHE  REAL  ESTATE  APPRAISER  OR  THE  FEE 
CHARCSD.   MOST  APPLICANTS  DISAPPROVED  FOR  A  LOAN  HAVE  IARC3:  CREDIT 
CARD  BALANCES  ON  CARDS  ISSUED  BY  BY  THESE  SAME  I£NCERS  AT  A  HIOI  RATE 
OF  INIEREST  SUCH  AS  16-20%  AND  CAM«]T  QUALIFY  UNTIL  THESE  CREDIT  CARD 
LOANS  ARE  PAID  IN  FULL.   THESE  PBOPI£  ARE  IN  A  EEBTC^S  PRISON  AND  CAN 
NOT  BREAK  OUT  UNTIL  THESE  LOANS  ARE  CLEARED.   MOST  OF  US  KNOW  THIS 
WILL  NEVER  HAPPEN. 
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FORMER  GGNQBESSMAN  BARNARD  DISC30VSSD  IN  THE  MID  80'S  TSKP  MAN7  REAL 
ESOaS  LOANS  HERB  HADE  WTIH  FAULTT  OR  NO  AFFRAISAI£.     THIS  WAS 
HAFFOmC  Also  IN  THE  MID  70'S.      I  KNDH  CF  CNB  MAJOR  laCER  THAT  HAS 
FINANCIN5  A  lARCZ  SUBDIVISIGN  AM)  TEIE  LOAN  OFFICER  WP  WAS  APPRAISING 
THE  PRUPKH*!'!!*!  waff  ALSO  GIVINS    ADWANag)  DRAWS  TO '™g  WTTrrgR.      IT  WAS 
DIS00VERH3  AFTER  THE  BDmER  IZPT  TOWN.  THAT  HE  HAD  37  HCFCTig  tm 
VARIOUS  STATES  OP  OOMPIgTIOW.  fNOT  AS  CEWl'iklwt) ,  MftHY  IACKIN3 
WIRING  IN  MtfTf  HP  PTJiniRicaL  pamrt-S  amq  FIXIURES.  MO  PIPES  FOR 
PUMBING  FIXraRES  AtP  MANY  ADDITIOWAL  PROBLEM. 

Tni£  XI  CfiLI£D  OUR  ATTENTION  TO  THESE  PROBCaS,     RAISING  THE  DE 
MINIMIS  VALUE  TO  K/OID  THE  USE  OF  STATE-REGULATED  LICQ6Q3  AND 
CERTIFIED  APPRAISERS  APPEARS  TO  BE  CXIIIRARY  TO  THE  SPIRIT  AID  DfEENT 
OF  THE  FINANCIAL  INSTITUTIONS  REFORM,   RECOVERY  AH)  QIFORCQlBn'  ACT  OF 
1989.     AS  THE  DBAIXJNB  FOR  THE  ENACTMENT  IF  RBGUEATORY 
PROGRAIfi  TO  (aCRATE  STATE  LICENSED  AID  CERTIFIED  APPRAISERS  WAS 
JANUARY  1,   1993,   IT  IS  CURIOUS  THAT  THE  THRESHOU)  VALUE  HAS  BEQf 
RAISQ3  IN  ABSBCE  OF  ANY  TRACK  RBOORD.     OZARLY,  A  HIKE  IN  THE  DE 
MINIMIS  VALUE  IS  INIBCB)  TO  CONTINUB  "BUSINESS  AS  USUAL"  BETWEEN 
MBffiER  INSTITUnONS  AND  PRIVATELY  DESICllATQ)  APPRAISERS  AID/OR  STAFF 
APPRAISERS.     EAOi  IBBBl  OP  THCS  GREAT  COIMIRY  IS  CURREKILY  PAYING  AN 
ESTIMATS}  $3,000-$5,000.  FOR  THE  tKELOB  OP  THE  S  6  L'8.     THE 
AVERACZ  COST  OP  A  HQMB  IN  AlCRICA  IS  APFRQKIMKIELY  $100,000.     THE 
AVERMZ  APPRAISAL  IS  OW.T  $250.00.  OR  APPROPCIMNIELY  0»  QUARIBl  OP 
CM  PBRCSir  (1/4%).     HOW  MANY  APPRAISALS  QOMg  ^  fKl  fCR  ta  THIS 
RiaB?     WHICH  WOIEO  RBFBBSBir  THS  GRBNEBR  SAVDOS  TO  SB  AMRICAM 
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RERL  ESTATE;  THERE  IS  NO  QUICK  SCHOOL  TO  I£ARN  THE  ART  OF  APPRAISING 
REAL  ESTAaEl  WHEN  YOU  ENTER  THIS  PROFESSICN,  EXPECT  TO  SEE  A  MINIMUM 
OF  2,000  HOURS  OF  WORK  (50  FULL  TIME  WEEKS),  AND  1-2  YEARS  ACCORDING 
TO  THE  LICENSE  YOU  WANT  TO  OHEAIN.   MANY  SMALE£R  BANKS  DO  NOT  HAVE  THE 
MCNEY  TO  HIRE  THE  AEOITICNAL  LOAN  OFFICER  NEEDED  TO  COMPLY  WITH  THE 
RESPECTIVE  FOURTEEN  PdNTS  IN  I£NDING  GUHELINES. 

MANY  BANKS  HAVE  RESORTED  TO  REAL  ESTATE  BROKERS/SAI£SPBOPLE  TO  PROVIDE 
REAL  ESTATE  VALUATICN.  YET  THESE  PEOPI£  HAVE  VERY  LIMi'ilD  EXPERIENCE 
IN  VALUATION.   THESE  SAME  PEOPLE  DO  NOT  UNDERSTAND  THE  REQUIREMENTS  OF 
THE  I£NDER  (»  OBLIGATIOKS  THEY  ARE  ACCEPTING  FOR  THESE  ASSIGNMENTS. 
TAKE  A  FEW  MINUTES  THE  NEXT  TIME  YOU  VISIT  A  BANK,  ASK  A  LOAN  OFFICER 
HOW  MUCH  TRAINING  THEY  HAVE  IN  REAL  ESTATE  VTVLUATICN.   HOW  MANY  HUE 
LOANS  THEY  HAVE  MADE,  AND  HOW  THEY  INSPECTED  THE  HCME.   MANY  GOOD 
BANKS  HAVE  PRCELEM  REAL  ESTATE  LOANS  AND  WHICH  ARE  OF  MAJCH  CONCERNS 
IN  AUDITS. 

A  OffiAT  CANCER  IN  THE  REAL  ESTATE  INDUSTRY  WAS  THE  PRACTICE  OF  MAKING 

LOANS  WITHOUr  BENEFIT  OF  AN  APPRAISAL.   OPINIONS  OF  VALUE  WnHOUT 

BENEFIT  OF  THE  APPRAISER  WAS  RESPONSIBLE  FOR  90%  OF  THE  FAILED  LOANS 

THAT  AT  PRESENT  ARE  ESTIMATED  TO  COST  THE  TAXPAYERS  SLIGHfELY  OVER  150 

BILLION  FOR  THE  S  &  L  BAIKX7T.   THE  RESULT  OF  THE  BAHdUT  SPAWNED 

RIGOROUS  UNDERWRITING  STANDARDS  AND  THE  FEEERAL  AND  STATE  I£GISLATION 

OF  APPRAISERS.   EVEN  THOUCM  THE  APPRAISERS  WERE  ONLY  FOUND  TO  BE  10% 

RESPCNSIBE£  FOR  THE  POC»  JUDGEMENTS  MADE  IN  BAD  LOANS  THEIR  INDUSTRY 

WENT  THRCOai  A  TCTTAL  METAM3RPH0SE  WITH  A  REDUCTION  OF  IN-MANPCWER  BY 

100%. 
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LOAN  OFFICERS  QPTEN  RECEIVED  BONUS'S  CN  LOANS  OjOSED  PCR  WHICH  THEY 
NOT  CNLY  WROTE  THE  QPINICN  OF  VALUE  AS  A  STATEMENT  TO  BE  PLACE  IN  THE 
FILE  TO  HAVE  PROOF  OF  SECURITY.   NO  LCWaK  IS  1HERE  A  Ma«3P0LY  CN 
COMMERCIAL  APPRAISALS  BY  ONE  APPRAISAL  ORGANIZATION.  ALL  APPRAISERS 
WHO  ARE  STATE  CERTIFIED  ARE  MANDATED  TO  HAVE  CCNTINUING  EDUCATION  AND 
ARE  REGULATED  BY  STATE  APPRAISER  REGULATORY  COMMISSIONS.   1HE  FEE^a^L 
QOVERNMEMT  NOW  HAS  A  REGISTER  THAT  CONTAINS  THE  NAMES  OF  EVERY 
PARTICIPATING  CERTIFIED  APPRAISER.   "fflE  RISK  OF  LENDING  WmCOT 
SECURITY  BASED  ON  A  QUALIFIED  APPRAISAL  OPINION  BEYOND  THE  DI  MINIMS 
I£VEL  OF  $100,000.  IS  MINIMAL.   EVEN  ESTABLISHING  A  DI 
MINIMIS  LEVEL  ASSUMES  A  VALUE  PRIOR  TO  THE  ANALYSIS.   IT  IS  NOT 
REASONABLE  TO  CONCLUDE  THAT  A  SMALL  LOAN  CANNOT  NEGATIVELY  AFFECT  THE 
OVER  ALL  BALANCE  SHEETS  IF  THE  LOAN  SHOUUD  DEFAULT.   THAT'S  LIKE 
SAYING  A  LITTLE  SUGAR  IN  YOUR  GAS  TANK  WON'T  HURT  YOUR  CAR,  OR 
DRIVING  WmOOT  YOUR  SEAT  BELT  SOMETIMES  IS  OKAY  IF  YOU'RE  ONLY  QOINS 
A  SHORT  DISTANCE. 
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MANY  MEDIUM  SIZE  BUSINESS  LOANS  ARE  MAEC  CM  im   BASIS  OF  SECURING 

rooGAas  ON  an  investors  smaller  assets,    with  the  propcbed  policy  it 

IS  feasible  that  a  $1,000,000.00  LOAN  OOUUD  BE  MAK:  BY  HAVING  1HE 
SECURINS  of  pour  $250,000.00  PRDPEFTIES  WTEHOUr  BENEFIT  OF  AN 
APPRAISAL.   HOW  MANY  OF  YOU  WOUID  LIKE  TO  BE  1HE  SECURITY  HOLCERS  ON  A 
$1,000,000.00  LOAN  THAT  HAD  JUST  A  I£TTER  IN  1HE  FII£  ABOUT  THE 
COLLATERAL  ON  POUR  PARCELS  OF  VACANT  LAND  ESTIMATED  IN  THE  LOAN 
OFFICER'S  OPINION  TO  BE  VALUED  AT  $250,000.00  EACH? 

THE  APPRAISAL  OF  PROPERTY  TODAY  IS  MORE  COSTLY,  TAKES  LCNCaSR  TO 
COMPLETE  AND  IS  MORE  ECTAILED  THAN  WAS  EVER  REQUIRED.   IHCS  ISN'T  A 
SURPRISE  TO  ANYONE.  ALL  OF  THE  GOVERNMENTAL  ACSNCIES  AND  BANKERS  WERE 
INFORMED  OF  WHAT  THEY  OOUIX)  EXPECT  IF  APPRAISER  CERTIFICATION  WAS 
MANDATED.   THE  REASONING  FOR  THE  ADDITIONAL  COST  AND  TIME  IS  DUE  TO 
THE  NARRATIVE  FORMAT  UNCER  REGULATED  GUmETiTNFS  TO  AFFORD  A  CHECK  AND 
BALANCE  REVIEW  SO  THAT  THERE  IS  NO  QUESTION  AS  TO  THE  REASCNABL£ 
OPINION  OF  THE  COLLATERAL  BEING  HELD  FOR  THE  LOAN. 

IF  THIS  INTERAffiNCY  POLICY  GOES  INTO  EFFECT  YOU  WILL  BRING  BACK  INTO 
THE  DDXBTRY  AN  OPEN  DOOR  TO  BAD  I£NDING  PRACTICE.   IT'S  INEVITAHt£. 
I  DON'T  THINK  THE  AMERICAN  TAXPAYER  HAS  ANY  MDNEY  DEPT  TO  BAIL  OUT  THE 
LENDING  INDUSTRIES  BAD  LOANS  AND  I  IXH'T  THINK  THEY  WISH  TO  HAVE  THE 
"POK"  WATCH  THE  HEN  HOUSE. 
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I  DO  NOT  BELIEVE  "IHAT  PRESIDENT  CUWrCN  INTENDS  TO  1HRCW  CAITTICN  TO 
TOE  WIND  AND  I£T  LENDERS  MAKE  REAL  ESTATE  KftNS  VJITHDUT  AN  APPRAISAL 
REPORT,  WHICH  IS  DESIOJED  TO  PROTECT  NOT  OILY  TOE  DEPOSITOR  AND 

I£NEER,    BUT  AI£0  TOE  BORROWER.      IS  IT  LOGICAL  TO  MAKE  A  SECURED  LOAN 
OF  $1,000.00  CM  M3RE  CN  AN  AOTCM3BILE  WITH  A  SYSTEM  TO  DETERMINE  VALUE 
AND  NOT  MAKE  TOE  SAME  DETERMINATICN  OF  VALUE  CN  REAL  ESTATE? 
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Mr.  Spratt.  Thank  you  very  much.  We  appreciate  your  coming 
here  and  giving  us  your  testimony.  We  will  come  back  to  you  for 
questions  m  a  minute,  but  let's  round  up  our  testimony  today  with 
the  testimony  of  Mr,  Richard  E.  Nichols. 

As  with  the  other  witnesses,  we  have  made  vour  prefiled  testi- 
mony part  of  the  record.  You  can  summarize  it  if  you  wish. 

STATEMENT  OF  RICHARD  E.  NICHOLS,  VICE  CHAIRMAN  OF 
THE  BOARD  OF  TRUSTEES,  THE  APPRAISAL  FOUNDATION, 
ACCOMPANIED  BY  RICH  LeGRAND,  CHAIRMAN  OF  THE  AP- 
PRAISAL  STANDARDS  BOARD 

Mr.  Nichols.  Thank  you,  Mr.  Chairman.  Indeed,  I  will  attempt 
to  do  that.  Thank  you  for  this  opportunity  on  behalf  of  the  Ap- 
praisal Foundation.  I  appreciate  it  on  behalf  of  your  committee. 

I  would  like  to  just  for  the  record,  I  realize  my  testimony  as  it 
has  been  submitted  to  you  will  become  a  part  of  the  record.  We 
want  to  stand  on  that.  I  would  like  to  summarize  certain  aspects 
of  it. 

At  the  outset,  we  wanted  to  provide  you  with  some  basic  back- 
ground information  about  the  foundation.  The  Appraisal  Founda- 
tion precedes  FIRREA,  and  it  was  established  as  a  nonprofit  edu- 
cational foundation  created  to  promote  appraisal  professionalism 
through  the  establishment  of  uniform  standards  and  qualifications 
for  appraisers. 

As  a  result,  our  foundation  is  composed  of  some  19  sponsors 
which  are  organizations  that  represent  not  only  appraisers  but 
users  of  appraisal  services  and  academia.  I  am  also  pleased  to  re- 
port, as  a  matter  of  fact,  that  all  of  the  organizations  on  this  panel 
are  sponsoring  organizations  of  the  Appraisal  Foundation  at  this 
time.  A  complete  listing  of  those  sponsors  is  attached  to  my  testi- 
mony. 

The  Appraisal  Foundation  was  modeled  after  the  Financial  Ac- 
counting Foundation.  As  a  result,  the  Appraisal  Foundation  cur- 
rently has  a  broad  representation  of  32  trustees,  whose  primary  re- 
sponsibility is  to  fund  and  appoint  members  to  the  Foundation's 
two  independent  boards. 

In  that  regard,  I  would  want  to  introduce  and  call  upon  later  Mr. 
Rich  LeGrand,  who  is  the  chairman  of  the  Appraisal  Standards 
Board  at  this  time. 

Prior  to  the  Appraisal  Foundation  being  formed,  the  appraisal  in- 
dustry was  a  largely  unregulated  industry.  At  best  it  might  have 
been  regulated  through  the  brokers  or  real  estate  commissions 
within  given  States,  and  through  those  license  laws. 

The  Appraisal  Foundation,  however,  was  formed  to  quantify  and 
qualify  appraisers  in  some  consistent  way  as  to  their  qualifications 
and  their  reporting  standards. 

FIRREA  has  already  been  discussed  significantly  here,  and  I 
won't  burden  you  further  with  that.  I  know  you  are  more  than  fa- 
miliar with  it.  I  do  want  to  point  out,  however,  that  it  was  through 
FIRREA  and  the  unique  relationship  that  was  established  where 
the  Appraisal  Foundation  was  mentioned  as  the  agency  or  the  body 
through  whom  the  uniform  standards  of  professional  appraisal 
practice  and  the  qualifications  of  appraisers  would  be  recognized. 
They  were  required,  the  Appraisal  Qualifications  Board  set  the 
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basic  standards,  and  from  those  standards  all  50  States  have  now 
gone  through  their  legislative  processes  and  established  their  licen- 
sure and  certification  boards. 

That  has  not  been  a  small  task.  It  has  as  a  result,  however,  been 
responsible  for  developing  many  currently  70,000  licensed  and/or 
certified  appraisers,  and  that  number  will  obviously  continue  to 
grow.  I  would  suggest  that  by  yearend  it  may  well  exceed  19,000. 

In  addition  to  serving  on  the  board  of  trustees  on  the  Appraisal 
Foundation,  I  happen  to  serve  as  chairman  of  the  Indiana  Real  Es- 
tate Appraisal  Licensure  and  Certification  Board.  As  a  result,  I 
have  had  personal  experience  in  seeing  the  implementation  of 
FIRREA  firsthand  as  it  affects  appraisers  and  their  licensing  and 
certifications,  and  I  am  pleased  to  report  to  you  that  I  believe  it 
has  evolved  as  Congress  intended. 

As  an  Appraisal  Foundation,  Mr.  Chairman,  we  are  surprised 
there  has  been  this  hue  and  cry  relative  to  a  lack  of  appraisers, 
and  the  awesome  financial  burden  they  are  causing.  Our  informa- 
tion is  quite  to  the  contrary.  Our  information  indicates  that  there 
are  appraisers  available  generally  in  most  jurisdictions,  and  there 
are  provisions  where  they  are  not  available  for  waivers  to  be  grant- 
ed in  those  instances,  those  unique  instances  where  they  are  lack- 
ing in  number. 

Our  further  knowledge  or  experience  indicates  that  by  one  large 
Federal  agency  who  employs  the  services  of  thousands  of  apprais- 
ers over  the  recent  years,  their  experience  has  been  that  the  cost 
for  residential  appraisers  and  appraisals  has  been  steady.  At  the 
same  time,  their  experience  is  that  the  costs  for  performing  com- 
mercial appraisal  services  in  many  instances  has  gone  down  by  as 
much  as  50  percent.  This  I  am  sure  is  not  uniform  every  place,  but 
it  is  one  example  that  is  quite  contrary  to  what  we  have  heard  ear- 
lier this  morning. 

Furthermore,  a  recent  confidential  study  revealed  that  the  ap- 
praisal cost  is  but  about  one-half  to  1  percent  of  the  transaction 
amoimt,  which  certainly  in  the  context  of  safety  and  soundness, 
and  in  the  context  of  other  costs,  is  a  minuscule  concern  as  you 
look  back  at  what  happened  previously,  and  nobodv  likes  to  talk 
about  the  debacle,  and  the  request  just  last  week  or  some  $45  bil- 
lion additional  to  finalize  hopefully  the  bailout  of  the  financial  in- 
stitutions, whether  they  be  S&L's  or  others. 

There  are  opportunities,  we  believe,  as  have  already  been  alluded 
to  by  the  other  testimony,  to  minimize  some  of  the  problems  that 
are  perceived.  The  appraisals  and  the  appraisers,  of  which  I  am  a 
practitioner,  don't  want  to  be  the  problem.  We  want  to  be  a  part 
of  the  solution,  too. 

It  has  been  suggested  as  an  example  that  the  departure  provi- 
sion be  invoked.  However,  this  has  to  be  cautiously  done  such  that 
it  doesn't  cause  a  throwback  to  the  old  era  that  has  already  been 
chronicled  in  other  testimony. 

In  addition  to  the  departure  provisions,  it  is  our  understanding 
appraisals  are  not  required  when  real  estate  is  used  as  collateral 
solely  as,  for  example,  in  an  abundance  of  caution.  However,  the 
term  "abundance  of  caution"  is  not  well  understood  or  defined  and 
should  be  before  we  charge  off  on  some  other  mechanism  of  avoid- 
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ing  the  real  issue  of  a  qualified  appraiser  performing  a  qualified 
appraisal  assignment. 

Finally,  contrary  also  to  some  of  the  earlier  testimony  we  have 
heard,  the  Mortgage  Insurance  Companies  of  America,  in  testimony 
before  the  House  Banking  Committee  last  fall,  stated  that  $2.2  bil- 
lion in  losses  they  have  experienced  as  having  occurred,  on  residen- 
tial loans,  fi-om  1989  through  1992,  of  those  fosses  84  percent  were 
on  transactions  of  properties  valued  at  less  than  $100,000.  Thus, 
there  is  a  gross  misperception  that  the  size  of  the  transaction  must 
be  large  in  order  for  there  to  be  significant  losses,  ergo  the  concern 
about  raising  this  level  to  $250,000. 

The  arguments  presented  earlier  by  the  lenders,  certainly  we  are 
concerned  about  the  paperwork  and  the  mass  of  information  that 
has  to  be  dealt  with.  I  would  suggest  to  you  that  in  many  in- 
stances, some  of  that  paperwork  is  being  shoved  off  to  the  ap- 
praiser, for  example,  in  being  willing  to  commit  and  to  complete 
forms  relative  to  environmental  issues,  relative  to  ADA  issues,  et 
cetera. 

These  arguments  of  the  lenders  are  not  in  all  cases  well  docu- 
mented or  supported,  and  may  only  be  rare  anecdotal  references. 

Finally,  the  licensing  program  that  has  been  established  in  each 
State  has  been  funded  by  those  who  are  licensed.  It  is  an  independ- 
ent, financially  funded  effort  to  create  some  uniformity  and  credi- 
bility of  both  appraiser  and  appraisal.  To  change  this  process,  to 
roll  it  back,  would  in  fact  take  many  steps  back  that  have  been  for 
a  long  time  taken  forward. 

In  summation,  the  implementation  of  title  XI  is  only  11  weeks 
old.  It  is  a  regulatory  system  put  in  place  by  the  Congress  for 
sound  financial  and  consumer  reasons.  It  appears  there  is  an  at- 
tempt to  systematically  dilute  the  intent  of  this  law.  Threshold  lev- 
els for  appraisals  have  risen  from  zero  to  $15,000  to  $50,000  to 
$100,000,  and  now  the  discussion  of  $250,000,  possibly. 

It  is  our  opinion  that  appraisal  requirements  do  not  negatively 
impact  the  extension  of  credit.  Interest  rates  are  at  a  20-year  low, 
creating  an  excellent  environment  for  borrowing.  Recent  reports — 
as  of  last  week  there  are  more  financings  and  refinancing's  going 
on.  A  record  was  set  last  week.  We  need  to  allow  this  system  to 
operate  for  a  period  of  time  before  making  determinations  about 
modifying  it. 

This  is  an  opinion  that  is  shared  by  others.  The  GAO,  in  what- 
ever manner  they  are  held  in  repute,  we  believe  their  report  is 
valid. 

The  Appraisal  Foundation,  therefore,  urges  this  subcommittee  to 
move  carefully  in  revising  a  system  of  safeguards  that  have  only 
recently  been  implemented. 

At  this  time,  Mr.  Chairman,  I  would  like  to  recognize  Mr.  Rich 
LeGrand,  chairman  of  the  Appraisal  Standards  Board,  for  a  brief 
comment. 

Thank  you  for  this  opportunity  to  testify.  We  stand  ready  to  an- 
swer your  questions. 

Mr.  LeGrand? 

Mr.  Spratt.  Thank  you,  Mr.  Nichols. 

[The  prepared  statement  of  Mr.  Nichols  follows:] 
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Thank  you  Mr.  Chairman,  and  good  morning.  On  behalf  of  the  Board  of 
Trustees  of  The  Appraisal  Foundation,  we  want  to  thank  you  for  the 
opportunity  to  appear  before  this  Committee  this  morning.  Accompanying  me 
is  Ritch  LeGrand,  Chairman  of  the  Appraisal  Standards  Board  of  The 
Appraisal  Foundation. 

Background 

At  the  outset,  we  would  like  to  provide  you  with  some  background  information 
about  the  Foundation.  Unlike  most  other  organizations  offering  testimony,  we 
are  not  a  trade  association  but  a  non-profit  educational  foundation  created  to 
promote  appraisal  professionalism  through  the  establishment  of  uniform 
standards  and  qualifications  for  appraisers.  Our  Foundation  is  composed  of 
19  sponsors  which  are  organizations  representing  appraisers,  users  of  appraisal 
seiA'ices  and  academin.    1  am  pleased  to  report  that  all  of  the  organizations  on 
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this  panel  are  sponsoring  organizations  of  The  Appraisal  Foundation.  A 
complete  listing  of  the  sponsoring  organizations  of  the  Foundation  is  attached 
to  my  testimony. 

Modeled  after  the  Financial  Accounting  Foundation,  The  Appraisal 
Foundation  has  a  Board  of  Trustees  which  is  composed  of  32  individuals  who 
are  responsible  for  funding  and  appointing  members  to  the  Foundation's  two 
independent  Boards.  These  Boards,  know  as  the  Appraisal  Standards  Board 
and  the  Appraiser  Qualifications  Board,  develop  uniform  standards  and 
qualifications  for  appraisers.  The  Appraisal  Standards  Board  promulgates  the 
generally  accepted  standards  of  the  appraisal  profession,  the  Uniform 
Standards  of  Professional  Appraisal  Practice  (USPAP).  The  Appraiser 
Qualifications  Board  establishes  minimum  experience,  education  and 
examination  criteria. 

Federal  Responsibility 

The  Congress  has  conveyed,  through  the  enactment  of  the  Financial 
Institutions  Reform,  Recovery  and  Enforcement  Act  of  1989  (FIRREA), 
significant  responsibilities  to  these  two  independent  boards.    All  appraisals 
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performed  by  state  licensed  or  certified  appraisers  must  be  in  conformance  with 
the  Uniform  Standards  of  Professional  Appraisal  Practice  (USPAP)  of  the 
Appraisal  Standards  Board.  The  education  and  experience  requirements  for 
state  certified  appraisers  are  those  established  by  the  Appraiser  Qualifications 
Board  and  all  state  certification  examinations  must  be  equivalent  to 
examination  guidelines  established  by  the  Appraiser  Qualifications  Board. 
The  Appraiser  Qualifications  Board  also  has  adopted  recommended 
qualification  criteria  for  state  licensed  appraisers. 

In  addition,  in  March  of  1992  the  Office  of  Management  and  Budget  (0MB) 
issued  a  bulletin  to  seventeen  federal  land  acquisitions  agencies  which 
recommended  that  real  estate  appraisals  performed  by  and  for  these  agencies 
be  in  conformance  with  the  Uniform  Standards  of  Professional  Appraisal 
Practice  (USPAP).  In  addition,  it  directed  these  agencies  to  develop  appraisal 
training  programs  that  are  consistent  with  the  educational  requirements 
established  by  the  Appraiser  Qualifications  Board. 

Implementing  FIRREA 

When  Congress  enacted  Title  XI  of  FIRREA  in  1989,  it  called  for  the 
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regulation  of  a  profession,  a  responsibility  traditionally  performed  by  the  states. 
FIRREA  mandated  a  unique  and  special  relationship  between  the  Federal 
government,  state  regulators  and  the  private  sector.  The  Federal  government 
created  the  Appraisal  Subcommittee,  which  is  charged  with  overseeing  the  state 
regulatory  programs  and  monitoring  the  activities  of  The  Appraisal  Foundation 
and  its  two  independent  boards. 

Each  state  established  a  real  estate  appraisal  board  to  administer  appraisal 
licensing  and  certification.  The  two  independent  boards  of  the  Foundation  also 
responded  to  their  public  charge.  In  a  Congressional  Report  issued  by  this 
Subcommittee  in  November  1990,  it  was  their  determination  that  "The 
Appraisal  Foundation  has  done  an  outstanding  job  of  establishing  appraisal 
standards  and  appraiser  qualification  requirements  of  the  industry." 

In  addition  to  serving  on  the  Board  of  Trustees  of  The  Appraisal  Foundation, 
I  happen  to  ser\'e  as  Chairman  of  the  Indiana  Real  Estate  Appraisal  LicenKure 
and  Certification  Board.  Thus,  I  Iiave  had  the  opportunity  to  experience  tlic 
implementation  of  FIRREA  first-hand  and  am  pleased  to  report  to  you  that 
I  believe  it  has  evolved  as  Congress  intended.  All  fifty  states  have  a  regulatory 
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system  in  place  and  over  70,000  individuals  have  qualified  as  state  licensed  or 
state  certified  appraisers.  The  system  was  fully  implemented  only  as  of  January 
1  of  this  year. 

Concerns  of  Lenders 

Mr.  Chairman,  when  this  set  of  hearings  regarding  the  regulatory  burden  on 
financial  institutions  was  announced  on  March  3,  1993,  there  was  no  reference 
to  an  appraisal  aspect  of  the  problem.  When  you  announced  the  hearings  we 
suspect  you  didn't  think  that  you  would  have  a  panel  of  appraisers  appearing 
before  you.  Well,  Mr.  Chairman,  I  share  your  surprise.  The  emphasis  placed 
on  the  burden  of  appraisals  in  the  March  10,  1993  Interagency  Policy 
Statement  on  Credit  Availability  appears  to  be  misplaced.  While  I  cannot 
speak  to  the  overall  regulatory  burden  facing  our  lending  institutions,  as  a 
practitioner  it  hasn't  been  a  problem  in  the  Midwest  as  far  as  I  know.  The 
photos  of  the  financial  trade  association  presidents  standing  next  to  large  stacks 
of  federal  regulations  evoke  my  sympathy,  but  I  doubt  that  basic,  fundamental 
appraisal  requirements  are  a  significant  portion  of  those  regulations  or  an 
unnecessary  regulatory  burden. 
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Cost  of  Appraisals 

You  have  heard  testimony  today  that  indicates  that  the  cost  of  appraisals  is 
having  a  significant  negative  impact  on  the  ability  of  lenders  to  extend  credit. 
It  is  important  to  distinguish  between  isolated  anecdotal  examples  and  general 
trends.  In  an  article  in  the  March  20,  1993  Washington  Post,  a  representative 
from  a  lending  trade  association  made  the  assertion  that  the  cost  of  appraisals 
was  slowing  down  the  lending  process.  However,  he  could  not  identify  any 
survey  to  support  his  claim. 

In  addition,  any  data  that  is  offered  may  well  be  the  equivalent  of  comparing 
apples  to  oranges.  Valuations  previously  used  by  lenders  may  not  have  been 
performed  by  individuals  as  qualified  as  those  who  are  now  state  licensed  or 
certified.  In  addition,  the  quality  and  comprehensive  nature  of  the  work 
product  now  being  provided  often  exceeds  that  previously  used  by  lenders.  We 
should  point  out  that  the  appraisal  needs  and  consistency  of  information 
required  of  lenders  has  probably  increased  because  of  more  stringent 
requirements  being  set  by  bank  examiners. 

I  am  not  convinced  that  the  cost  of  appraisals  have  significantly  increased  as 
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a  result  of  FIRREA.  There  are  now  more  than  70,000  licensed  and  certified 
appraisers  in  the  nation.  Competitive  forces  in  the  marketplace  will  continue 
to  provide  pressure  on  appraisal  fees. 

In  addition,  I  am  not  convinced  that  the  cost  of  the  appraisal  can  have  a 
significant  negative  impact  on  a  transaction.  Brokerage  fees,  recordation  and 
transfer  taxes,  legal  expenses,  and  title  searches  and  insurance  all  are  significant 
costs  of  a  transaction  and  yet  are  not  identified  as  "deal-killers". 


Adoption  of  the  Departure  Provision 

We  would  like  to  offer  one  recommendation  that  could  reduce  the  time  and 
cost  of  appraisals.  As  indicated  earlier,  portions  of  The  Uniform  Standards  of 
Professional  Appraisal  Practice  (USPAP)  have  been  adopted  by  the  federal 
financial  regulators.  One  provision  of  the  USPAP  which  was  not  adopted  by 
the  regulators  could  give  the  regulators  and  appraisers  more  flexibility.  Known 
as  the  Departure  Provision,  it  allows  an  appraiser  to  enter  into  an  agreement 
to  perform  an  assignment  that  calls  for  something  less  than,  or  different  from, 
the  work  that  would  otherwise  be  required  by  the  specific  guidelines  of 


392 

USPAP.  Appraisers  may  not  mislead  or  confuse  the  client  when  performing 
this  type  of  limited  scope  engagement.  The  purpose  of  the  appraisal  and  the 
anticipated  or  possible  use  of  the  report  are  critical  in  making  the 
determination  to  envoke  the  Departure  Provision.  Adopting  the  Departure 
Provision  would  allow  the  appraiser,  when  and  if  appropriate,  to  provide  more 
brief,  concise  reports  to  a  lender,  through  the  elimination  of  certain  appraisal 
content  which  may  not  be  relevant  in  a  particular  appraisal  assignment.  This 
would  have  to  be  done  carefully,  however,  to  avoid  abuses.  It  is  our 
understanding  that  some  financial  regulators  have  had  informal  discussions 
regarding  the  adoption  of  the  Departure  Provision,  and  we  encourage  them  to 
do  so. 

Appraisal  Delays/ Availability  of  Appraisers 

For  many  months  immediately  prior  to  the  full  implementation  of  FIRREA  on 
January  1,  1993,  there  were  repeated  claims  that  there  would  be  a  shortage  of 
state  licensed  and  certified  appraisers  which  would  cause  a  serious  problem  in 
lending.   The  shortage  never  materialized. 

When  Congress  enacted  FIRREA,  they  had  the  foresight  to  include  a  provision 
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in  Title  XI  to  address  any  potential  shortage  of  appraisers.  The  provision 
allows  any  state  experiencing  or  anticipating  a  shortage  of  appraisers  to  apply 
for  a  waiver  from  the  Appraisal  Subcommittee  which,  if  granted,  would  allow 
the  state  more  time  to  comply  with  full  implementation  of  Title  XI.  Not  one 
state  applied  for  a  waiver.  All  fifty  states  felt  that  they  had  the  necessary 
regulatory  system  in  place  and  would  not  experience  a  shortage  of  qualified 
appraisers.  More  recently,  in  the  wake  of  Hurricane  Andrew,  the  Appraisal 
Subcommittee  granted  an  exception  in  the  disaster  area.  Yet,  it  was  reported 
that  this  exception  to  Title  XI  was  little  utilized. 

I  have  seen  no  documented  evidence  that  the  time  to  obtain  an  appraisal  is 
longer  than  the  historical  averages.  This  is  at  a  time  when  mortgage  rates  are 
at  a  twenty  year  low.  According  to  the  Mortgage  Bankers  Association  of 
America,  last  week  was  the  highest  refinancing  activity  ever  recorded,  and  yet 
there  is  no  evidence  of  an  overall  appraisal  backlog. 

Safety  and  Soundness 

Of  greater  importance  than  the  issues  of  cost  and  availability  is  the  issue  of 

safety  and  soundness.     Title  XI  of  FIRREA  was  drafted  in  response  to  the 
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serious  financial  institution  problems  that  occurred  nationwide  and  especially 
in  the  South  and  Southwest.  Those  problems  are  still  being  addressed  today, 
with  the  Administration  requesting  an  additional  $45  billion  in  funding  just  last 
week  for  the  Resolution  Trust  Corporation. 

Deposit  insurance  funds  have  not  fully  recovered  from  the  mistakes  of  the 
1980's.  To  reduce  basic  appraisal  requirements  at  this  time  would  unnecessarily 
jeopardize  these  insurance  funds. 

The  Mortgage  Insurance  Companies  of  America  (MICA),  in  testimony  before 
the  House  Banking  Committee  last  fall,  stated  that  $2.2  billion  in  losses  had 
occurred  on  residential  loans  from  1989  through  1992.  84%  of  those  losses 
involved  transactions  on  properties  valued  less  than  $100,000.  There  is  a 
misperception  that  the  size  of  the  transaction  must  be  large  in  order  for  there 
to  be  significant  losses. 

The  General  Accounting  Office,  in  an  October  1992  report,  stated  that  "Title 
XI  will  be  an  important  vehicle  in  helping  to  ensure  that  federal  financial  and 
public  policy  interests  in  real  estate-related  financial  transactions  are  protected 
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by  requiring  that  appraisals  be  completed  in  accordance  with  uniform  standards 
by  individuals  whose  competency  has  been  demonstrated  and  whose 
performance  will  be  subject  to  supervision."  I  have  followed  this  issue  closely 
for  some  time  and  have  not  heard  a  compelling  reason  to  dispute  this  finding 
by  the  GAO. 

Earlier  this  morning  you  heard  testimony  regarding  appraisal  requirements 
from  the  lending  trade  associations.  Before  coming  to  any  conclusions,  I  urge 
you  to  consider  the  positions  of  the  private  mortgage  insurance  industry, 
Fannie  Mae,  Freddie  Mac  and  consumer  groups.  All  of  these  entities  support 
and/or  insist  on  appraisal  requirements. 

Fannie  Mae,  Freddie  Mac  and  the  private  mortgage  insurance  industry  support 
appraisal  requirements  because  of  evidence  that  loans  involving  accurate 
appraisals  performed  by  qualified  appraisers  are  less  likely  to  result  in  a  loss 
than  loans  made  without  this  safeguard.  The  secondary  mortgage  market  will 
not  purchase  and  mortgage  insurers-  will  not  accept  loans  made  without  an 
appraisal  performed  by  a  certified  or  licensed  appraiser.  This  applies  to  all 
loans,  without  exception.  In  addition,  loans  guaranteed  by  the  Federal  Housing 
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Administration  (FHA)  and  the  Department  of  Veterans  Affairs  also  require 
appraisals  on  all  loan  transactions. 

An  overview  of  the  national  real  estate  market  today  also  underscores  the  need 
for  a  professional  appraisal.  We  do  not  have  a  homogeneous  real  estate 
market.  In  the  1980's  property  values  in  New  England  and  Southern  California 
were  soaring,  while  real  estate  in  the  Midwest  was  depressed.  Today,  the  exact 
opposite  is  true.  A  volatile  real  estate  market  demands  professional 
evaluations. 

As  I  previously  indicated,  I  serve  as  the  Chairman  of  the  Indiana  Real  Estate 
Appraisal  Board.  The  Subcommittee  is  no  doubt  aware  of  the  financial 
constraints  on  most  state  agencies.  Federal  bank  regulatory  exemptions  to 
FIRREA  appraisal  requirements  will  directly  translate  to  fewer  appraisers 
seeking  state  licensure  or  certification.  Most  state  appraiser  regulatory 
programs  are  funded  directly  by  licensee  fees.  A  decline  in  the  number  of 
applicants  could  have  disastrous  effects  upon  the  stability  of  state  regulatoiy 
programs--the  cornerstone  of  appraisal  reform.  If  a  state  program  were  to 
collapse,  lenders  in  that  state  would  then  need  to  "import"  appraisers  from 


12 


397 

nearby  states  for  federally  related  transactions.  The  impact  upon  timely 
availability  of  reasonably  priced  appraisal  services  then  could  be  considerable. 

Summary 

In  summation,  the  full  implementation  of  Title  XI  is  only  11  weeks  old.  It  is 
a  regulatory  system  put  in  place  by  the  Congress  for  sound  financial  and 
consumer  reasons.  It  appears  that  there  is  an  attempt  to  systematically  dilute 
the  intent  of  the  law.  Threshold  levels  have  risen  from  zero  to  $15,000  to 
$50,000  to  $100,000  and  now  the  possibility  of  $250,000.  All  of  this  even  before 
the  full  impact  of  the  reform  has  had  an  opportunity  to  be  evaluated  and  less 
than  three  months  since  appraisal  licensure  and  certification  was  fully 
implemented. 

It  is  our  opinion  that  appraisal  requirements  do  not  negatively  impact  the 
extension  of  credit.  Interest  rates  are  at  a  twenty  year  low,  creating  an 
excellent  environment  for  borrowing.  We  need  to  allow  the  system  to  operate 
for  a  period  of  time  before  making  determinations  about  its  modifications. 
This  is  an  opinion  that  is  shared  by  the  General  Accounting  Office.  In  their 
October  1992  report,  they  stated  "we  believe  that  it  is  premature  to  determine 
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whether  there  is  a  nationwide  shortage  of  state  licensed  or  certified  appraisers 
or  an  increase  in  the  cost  of  obtaining  an  appraisal." 

The  Appraisal  Foundation  urges  this  Subcommittee  to  move  carefully  in 
revising  a  system  of  safeguards  that  have  only  recently  been  implemented. 

Thank  you  for  this  opportunity  to  present  the  Foundation's  views.     Mr. 
LeGrand  and  I  will  be  happy  to  respond  to  your  questions. 
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Mr.  Spratt.  Mr.  LeGrand. 

Mr.  LeGrand.  Thank  you. 

My  comment  is  extremely  brief  and  it  is  really  a  followup  to  the 
testimony  we  heard  earlier  in  the  day  from  Mr.  Brandon  about 
common  sense  in  banking. 

I  am  here  as  the  chairman  of  the  Appraisals  Standards  Board  to 
talk  to  you  about  common  sense  in  appraisal.  I  would  also  tell  you 
I  am  from  a  small  community  of  130,000  people,  so  small  business 
loans  are  something  I  have  to  deal  with  ana  certainly  have  prac- 
tical exi)erience  in  my  every  day  appraisal  practice. 

In  the  world  of  financial  institutions,  a  good  deal  of  the  problem 
on  small  loans  revolves  around  the  failure  of  the  regulators  to 
adopt  the  departure  provision  of  the  uniform  standards  of  profes- 
sional appraisal  practice.  The  practical  impact  of  their  failure  to 
adopt  the  departure  provisions,  which  allows  appraisers  to  do 
something  less  than  a  full-blown  appraisal  on  small,  relatively  sim- 
ple properties  when  it  is  appropriate,  is  that  it  has  totally  tied  the 
nands  of  the  appraisal  profession. 

Appraisers  for  financial  institutions  cannot  use  the  departure 
provision,  and  in  fact  there  are  many  States  that  have  eliminated 
the  opportunity  for  appraisers  to  use  the  departure  provision  in 
any  kind  of  appraisal  assignment. 

That  is  not  common  sense  to  me.  It  has  eliminated  those  who  are 
most  qualified  to  provide  an  opinion  of  value  even  on  a  relatively 
modest  property,  from  providing  that  opinion. 

In  turn,  bankers  are  going  out  to  people  who  are  the  least  quali- 
fied and  in  some  cases  not  qualified  to  find  a  letter  that  will  fit  in 
the  file  to  justify  the  regulators'  concern  that  there  is  this  evalua- 
tion. There  is  a  partial  solution  to  this  problem.  The  private  sec- 
tor's solution  is  the  Appraisal  Standards  Board  and  the  uniform 
standards. 

By  coincidence,  we  are  meeting  here  today  in  Washington,  and 
part  of  our  discussion  is  about  the  departure  provision,  and  we  will 
begin  to  draft  a  document  that  will  explain  and  clarify  some  of  the 
confusion  out  there  both  to  the  providers,  the  appraisers  them- 
selves, and  to  the  consumers,  the  regulators  and  the  lenders  about 
when  it  is  appropriate  to  use  this  limited  appraisal  report. 

The  public  sector  has  a  response  also,  and  that  is  for  the  regu- 
lators to  adopt  the  departure  provision,  for  the  States  to  allow  ap- 
praisers, when  appropriate,  to  utilize  the  departure  provisions. 
This  will  facilitate  the  ability  of  those  most  qualified  to  render  an 
opinion  of  value. 

Appraisers  want  to  be  able  to  do  this,  but  as  I  said,  their  hands 
are  really  tied.  And  more  importantly,  for  the  issues  that  you  are 
dealing  with,  these  will  allow  a  professional  opinion  in  a  timely  and 
cost-effective  manner  to  satisfy  the  concerns  of  what  this  hearing 
is  about. 

Thank  you. 

Mr.  Spratt.  As  I  understand  the  situation  now  from  the  testi- 
mony you  have  all  given,  regardless  of  the  threshold,  the  key  par- 
ticipants in  real  estate  mortgage  lending  in  this  country,  Fannie 
Mae,  Freddie  Mac,  FHA,  VA,  are  all  still  requiring  an  appraisal 
using  their  format,  signed  and  certified  by  a  licensed  appraiser.  So 
for  ail  practical  purposes,  the  vast  majority  of  home  mortgage  lend- 


401 

ing  is  being  backed  up  by  a  certified  licensed  appraisal.  Is  that  cor- 
rect? 

Mr.  Fountain.  That  is  correct. 

Mr.  Wood.  Not  necessarily,  because  they  can  hold  that  package 
on  hand  for  years,  as  you  probably  are  aware,  and  sell  it  as  a  mate- 
rial loan. 

Mr.  Spratt.  The  bank  can? 

Mr.  Wood.  Sure. 

Mr.  Spratt.  They  can  sell  it  themselves,  but  to  whom? 

Mr.  Wood.  To  anyone  in  the  field.  It  could  be  an  insurance  com- 
pany. 

Mr.  Spratt.  In  that  particular  case,  the  insurance  company  is 
not  a  federally  related  transaction,  so  the  insurance  company,  if  it 
is  under  the  threshold,  they  could  conduct  that  transaction  without 
a  certified  appraisal? 

Mr.  Wood.  Let's  go  a  little  bit  farther.  You  overheard  the  gen- 
tleman that  talked  to  you  about  the  amount  of  loans  that  were  in 
default  with  insurance  companies.  A  lot  of  them  are  in  default  to 
the  banks.  They  have  not  reported  necessarily  to  FDIC  and  places 
like  that.  But  they  bought  them.  They  have  them  on  hand.  They 
have  got  a  heck  of  a  lot  of  them  out  there  on  hand. 

Mr.  Spratt.  But  for  the  most  part,  80  percent  of  home  mortgage 
lending  in  this  country  today,  at  least,  is  backed  up  by  an  appraisal 
from  a  certified  appraiser? 

Mr.  Wood.  Right. 

Mr.  Spratt.  And  a  lot  of  that  was  there  to  start  with.  The  ap- 
praisers weren't  necessarily  systematically  certified,  but  FHA  and 
VA  have  been  requiring  a  standard  format  and  appraiser  approval 
for  a  long  time. 

What  we  are  primarily  talking  about  there  with  regard  to  the 
President's  recent  action  is  small  business  loans  and  commercial 
loans  of  a  certain  size,  under  $250,000.  In  those  particular  cases, 
you  gave  us  a  figure  of  $300  for  an  appraisal.  What  is  a  typical  fee 
for  $250,000  mortgage  loan  on  a  commercial  building?  Isn't  it  high- 
er than  on  a  home  mortgage  loan,  because  a  home  mortgage  loan 
is  so  routinized,  systematic/ 

You  have  got  yourselves  the  comparables,  and  you  go  measure 
the  size  of  the  house  and  you  know  the  lot  and  subdivision,  you  can 
do  it  pretty  quickly.  But  each  commercial  loan  tends  to  be  a  case 
study  in  itself  So  is  it  typical  to  pay  $1,500,  $2,500  for  appraisal 
of  a  commercial  facility? 

Mr.  Fountain.  It  depends  on  the  complexity  of  the  problem. 
What  you  are  saying  is  entirely  true,  it  is  more  complex  than  a  res- 
idential property.  Generally,  as  Mr.  Wood  mentioned,  it  is  in  a  nar- 
rative form,  which  takes  on  various  aspects  that  wouldn't  be  con- 
sidered under  residential  evaluation. 

So  you  are  going  to  see  a  higher  fee,  and  probably — it  depends 
on  the  area,  the  complexity  of  tne  property  and  so  forth,  what  the 
fee  would  be. 

Mr.  Spratt.  What  would  be  the  range  of  a  fee  in  an  appraisal 
of  that  kind? 

Mr.  Fountain.  I  can't  speak  for  anyone  else,  but  I  would  guess 
what  you  said  was  probably  fairly  correct,  $1,500  to  $2,500. 

Mr.  Hughes.  I  would  concur  with  that  number,  sir. 
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Mr.  Spratt.  Two  thousand  dollars  to  $3,000  for  an  appraisal  like 
that? 

Mr.  Fountain.  Possibly. 

Mr.  Brown.  What  Mr.  Brandon  said  earlier  is  important  to  re- 
member here.  If  we  are  dealing  with  a  loan  of  that  kind  where  the 
real  estate  may  be  incidental,  the  requirement  that  you  comply 
with  every  aspects  of  USPAP  is  causing  undue  time  delay  and  cost. 
If  we  could  get  some 

Mr.  Spratt.  That  was  my  next  question.  Do  you  have  any  prob- 
lem with  saying  as  a  rule  or  as  an  exemption  from  the  general  rule 
that  when  tne  bank  is  acquiring  this  for  good  measure,  when  it  has 
cash  flow,  it  thinks,  to  cover  the  debt  service,  but  nevertheless  it 
wants  to  take  this  real  estate  collateral  because  it  will  back  up  its 
judgment,  then  in  that  case  we  can  have  a  dispensation  from  the 
general  rule? 

Mr.  Brown.  I  think  we  are  certainly  all  willing,  at  least  I  would 
assume,  to  look  at  the  kinds  of  regulations  that  might  make  that 
quite  appropriate. 

Also,  in  reevaluation  of  property,  I  think  if  it  is  a  performing 
asset,  it  is  completely  unnecessary  to  say  let's  go  out  and  do  the 
whole  thing  over  again. 

Mr.  Spratt.  That  was  my  next  question.  We  had  the  case  given 
of  a  man  who  had  a  loan  at  a  certain  bank,  had  an  appraisal  on 
file  there.  He  came  to  another  bank,  wanted  to  get  the  same  sort 
of  loan,  and  didn't  obviously  want  to  go  to  the  additional  closing 
cost  expenses  of  another  complete  bottoms-up  appraisal. 

So  there  ought  to  be  some  reasonable  means  to  take  that  ap- 
praisal, get  it  updated  with  a  letter,  not  go  through  the  same  cost. 
Is  that  not  feasible? 

Mr.  Brown.  I  think  that  is  certainly  feasible.  If  I  might  digress 
to  another  one  of  the  examples,  he  was  talking  about  the  gen- 
tleman who  had  had  an  appraisal  and  had  a  reappraisal,  and  the 
value  of  the  property  went  down,  and  he  said,  suddenly  we  are  in 
trouble  with  this  loan  because  our  loan-to-value  ratio  is  out  of  kil- 
ter. 

I  think  it  is  very  important  that  we  look  at  this  issue  of  defini- 
tions of  value.  The  definition  of  market  value  talks  about  a  willing 
buyer  and  a  willing  seller.  In  some  markets  we  have  today,  there 
may  be  someone  there  who  is  certainly  willing  to  sell  but  there  are 
no  willing  buyers  because  of  the  condition  of  the  marketplace. 

So  we  need  to  look  at  those  kinds  of  things  and  get  an  apprsiisal 
of  an  ongoing  performing  asset  that  makes  sense  to  the  need  for 
which  that  appraisal  is  being  done,  as  opposed  to  saying,  give  me 
this  fair-value  number,  which  very  few  people  clearly  understand. 
And  basically  the  banks  are  saying,  I  want  a  number  for  which  this 
property  will  sell  in  a  year  or  less. 

In  a  distressed  market,  that  is  a  distressed  sale. 

Mr.  Spratt.  Are  you  saying  then  that  the  bank  examiners  have 
got  it  wrong,  that  they  ought  to  be  looking  at  fair  market  value  in 
an  open  market  even  if  the  open  market  doesn't 

Mr.  Brown.  I  am  saying  we  need  to  address  this  issue  of  defini- 
tions and  then  decide  whether  you  want  a  disposition  value  which 
might  be  defined  as  something  that  you  could  sell  the  property  for 
in  a  year  in  a  distressed  market,  or  whether  you  are  looking  at 
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what  is  the  value  of  this  property,  considering  a  market  in  some 
degree  of  equilibrium,  recognizing  that  might  be  a  future  value, 
that  you  might  say  in  order  to  achieve  that  number  you  might  have 
to  wait  3  years  because  I  have  an  oversupply  of  office  space.  So  you 
have  got  to  have  some  consideration  of  what  are  you  trying  to 
achieve  with  the  appraisal. 

Mr.  Spratt.  Normally  accountants  are  looking  for  something 
they  call  NRV,  net  realizable  value,  and  that  is  a  liquidation  value 
as  opposed  to  an  open  market  value. 

Do  you  think  it  is  wrong  for  the  balance  sheets  to  be  based  on 
the  NRV  as  opposed  to  FMV? 

Mr.  Brown.  If  you  were  dealing  with  something  that  is  a  per- 
forming asset  that  you  have  no  reason  to  feel  are  not  continuing 
to  be  a  performing  asset,  which  should  be  addressed  by  the  ap- 
praisal, then  why  should  you  suddenly  write  that  loan  down,  as  the 
regulators  are  tending  to  do,  by  saying,  well,  you  couldn't  get  that 
today?  There  is  no  intention  to  liquidate  the  property  today,  there 
is  no  intention  to  put  it  on  the  market. 

Mr.  Spratt.  Excuse  me,  sir,  you  had  a  point  to  make. 

Mr.  ViDl.  Yes,  Mr.  Chairman.  My  name  is  Peter  Vidi.  I  am  na- 
tional secretary  for  the  National  Association  of  Independent  Fee 
Appraisers.  I  am  a  local  appraiser.  I  am  a  Washington,  DC  ap- 
praiser. 

There  is  a  concern  we  are  plaving  semantics.  We  are  playing 
with  definitions.  As  Mr.  LeGrand  had  indicated  before,  it  is  impor- 
tant to  make  sure  that  the  definitions  that  we  are  dealing  with  are 
reflective  of  the  market  that  you  are  dealing  in.  Many  times  you 
don't  have  a  proper  definition  to  really  evaluate  or  value  a  piece 
of  property. 

And  I  go  back  to  the  example  that  was  given  earlier  about  hav- 
ing to  revalue  a  piece  of  property.  Real  estate  is  not  a  fixed  com- 
modity. It  goes  up  and  down  in  value.  You  could  have  an  under- 
valued property  5  years  ago  that  now  is  overvalued  with  respect  to 
the  original  loan.  That  has  an  impact  on  the  bank's  capability  to 
lend  or  not  lend  on  another  property. 

So  it  is  not  just  the  singular  loan  vou  are  looking  at.  It  is  the 
reaction  of  that  loan  within  the  portfolio  of  the  lender  and  whether 
they  can  or  they  cannot  lend. 

A  real  estate  appraisal  is  an  integral  part  of  that.  It  is  a  snap- 
shot of  a  value  at  the  time  that  the  value  opinion  is  given.  There 
are  different  factors  that  impact  things. 

We  had  a  situation  in  Virginia  where  we  had  a  facility  that  had 
an  undergn^ound  leak.  Now,  what  does  that  do  to  the  value  of  a 
piece  of  property?  That  is  a  question  that  only  an  appraiser  and  an 
environmental  impact  study  done  properly  can  answer. 

Does  that  cause  a  problem  with  the  loan  value  of  a  particular 
piece  of  property  with  the  bank?  Yes.  Who  is  best  to  do  that?  An 
indepen(^nt  appraiser  or  a  bank  evaluation  of  a  loan  officer  or 
someone  who  is  within  the  tentacles  of  their  bank  to  be  able  to 
have  pressure  placed  upon  them  to  take  information  and  hide  it? 

An  appraiser  is  an  independent.  Unfortunately  appraisers  are 
not  liked  by  bankers  and  thev  are  not  sometimes  liked  by  the  indi- 
viduals for  whom  they  would  complete  appraisals.  But  they  are 
independent.  They  are  the  ones  who  hold  the  last  line  many  times 


404 

between  people  who  are  spending  their  lifelong  moneys  and  some- 
one who  is  willing  to  lend,  both  unaware  that  there  is  something 
out  there  that  they  should  both  be  concerned  about. 

Thank  you. 

Mr.  Spratt.  I  will  make  this  last  point  from  your  testimony.  I 
believe  it  was  the  MAI  or  the  Appraisal  Institute  testimony,  I  am 
not  sure  which.  You  feel  that  you  are  performing  a  consumer  func- 
tion as  well  by  providing  these  appraisals  to  people  who  are  invest- 
ing in  many  cases  when  they  are  purchasing  a  home,  the  biggest 
asset  they  will  ever  own.  Having  good,  disinterested  advice  as  to 
the  value  of  that  asset  is  a  consumer  function,  it  is  an  additional 
benefit.  If  you  charge  them  $300  for  a  home  mortgage  loan,  it  is 
value  received. 

Mr.  ViDl.  That  is  correct.  Especially  in  the  Washington  area, 
with  the  Clinton  administration  coming  in  here,  someone  coming  in 
from  another  area  might  think  this  is  a  great  deal  or  it  might  not 
be  a  great  deal. 

Mr.  Spratt.  I  think  the  Washington  real  estate  market  is  an- 
other deal  altogether. 

I  yield  to  Mr.  Cox. 

Mr.  Cox.  We  ought  not  talk  about  our  personal  experiences  with 
real  estate.  Some  of  that  story  is  good  and  some  bad. 

I  would  like  to  talk  about  the  special  task  force  on  value  defini- 
tions, because  it  seems  to  me  that  this  is  the  most  constructive 
thing  that  we  might  focus  on  in  order  to  address  ourselves  to  the 
credit  crunch.  I  take  it  that  it  is  the  unanimous  view  of  all  of  our 
panelists  that  uniformity  in  standards  would  save  a  lot  of  people 
a  lot  of  trouble  and  a  lot  of  money.  No  objection  to  that. 

What  success,  if  any,  has  any  of  you  had  in  selling  this  proposal 
to  specific  individuals  within  the  Clinton  administration?  Who  in 
the  administration  is  the  furthest  along  in  recognizing  the  need  for 
this?  Where  do  we  need  to  push? 

Mr.  Brown.  We  have,  at  the  request  of  the  Treasury,  the  insti- 
tute has  addressed  them  on  three  occasions  now,  I  believe,  and  as 
a  result  of  our  discussions  with  the  Treasury,  that  task  force  was 
formed,  and  those  definitions  were  developed. 

We  have  received  a  great  deal  of  positive  response  from  them, 
and  I  take  that  to  be  very  encouraging,  and  I  don't  know  how  far 
the  Treasury  can  go  with  saying  to  the  rest  of  the  regulators  in  the 
industry,  these  are  the  definitions  we  ought  to  be  listening  to,  but 
at  least  we  have  had  positive  response  from  them.  And  I  believe 
that  with  your  committee  giving  additional  positive  response,  we 
should  have  good  success. 

Mr.  LeGrand.  I  will  take  off  my  hat  as  chairman  of  the  Ap- 
praisal Standards  Board  for  a  minute  and  put  on  a  different  one. 
I  have  been  serving  as  the  chairman  of  the  region  3  advisory  board 
of  the  RTC.  We  just  had  a  national  advisory  board  meeting  here 
in  Washington  within  the  last  10  days. 

It  was  our  recommendation  to  the  RTC  that  they  implement 
these  value  definitions  as  part  of  their  sales  disposition  strategy. 
It  was  a  unanimous  recommendation,  and  since  that  meeting  we 
have  had  discussions  with  the  RTC  staff  people  that  they  will  seri- 
ously try  to  implement  those  recommendations.  So  hopefully  there 
will  be  a  frontline  agency  there  that  will  have  to  deal  with  this  to 
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get  some  experience  on  how  effective  it  is  in  providing  accurate  in- 
formation. 

Mr.  Fountain.  Just  last  week,  in  fact,  we  had  a  meeting  with 
the  Federal  Reserve  Board  representatives,  the  FDIC,  the  OCC  and 
RTC  concerning  this,  among  other  things.  So  I  think  we  are  mak- 
ing some  inroads  and  trying  to  get  the  definitions  in  a  clear  and 
usable  fashion  with  these  organizations. 

Mr.  Cox.  Is  there  anyone  relatively  high  up  in  the  administration 
whose  name  you  feel  at  liberty  to  use,  wno  is  hstening? 

Mr.  Fountain.  I  hope  so.  I  don't  know  how  hirfi  up  in  the  admin- 
istration they  are,  but  Bob  Miailovich  from  FDIC. 

Mr.  Brown.  We  are  at  the  deputy  secretary  level  with  most  of 
the  agencies  we  have  been  addressing  so  far. 

Mr.  LeGrand.  I  had  a  personal  discussion  with  Frank  Newman 
at  the  Treasury  Department,  who  is  the — I  am  not  sure  what  his 
title  is,  he  was  the  CFO  of  Bank  of  America — about  this  issue. 

Mr.  Cox.  I  sense  one  of  the  problems  we  will  have  in  the  coming 
weeks  is  that  all  of  the  Clinton  administration  officials  are  not  on 
the  job,  and  as  a  consequence,  while  we  are  getting  nice  policy  pro- 
nouncements from  as  high  a  level  as  the  President,  there  isn't  any- 
one to  carry  it  out. 

We  had,  of  course,  similar  problems  during  the  Bush  years.  We 
had  wonderful  speeches  from  the  Secretary  of  the  Treasury,  but  as 
all  of  our  witnesses  have  made  clear  today,  that  were  never  trans- 
lated to  the  low-level  regulators.  There  was  a  significant  disconnect 
between  policymakers  at  the  top  level  in  Washington  and  the  indi- 
viduals working  where  the  rubber  meets  the  road. 

I  hope  that  is  not  what  we  are  seeing  again.  But  it  appears  at 
least  during  this  extended  interregnum — even  after  the  President 
has  been  sworn  in — ^it  is  going  on,  and  we  don't  have  folks  whose 
job  it  is  to  carry  out  this  mission  from  the  President. 

I  hope  that  in  the  coming  weeks  and  months  that  will  go  away 
as  a  problem  as  the  people  responsible  are  appointed  and  have  the 
time  available. 

Let  me  ask  a  question — and  this  may  require  an  admission 
agsdnst  interest — about  the  relationship  of  appraisal  licenses  and 
regulatory  fees  to  the  States'  revenues.  I  notice  in  Mr.  Nichols'  tes- 
timony he  was  quite  candid  in  saying,  to  quote  from  the  testimony, 
"Most  State  appraiser  regulatory  programs  are  funded  directly  by 
license  fees.  A  decline  in  the  number  of  applicants  would  have  dis- 
astrous effects  on  State  regulatory  programs.  As  fewer  appraisers 
seeking  State  licensure  or  certification  pay  fees  to  the  State,  this 
form  of  tax  revenue  to  them  dries  up." 

This  is  a  little  bit  like  the  blue-sky  regulatory  agencies  that  we 
have  in  the  States.  Their  budgets  are  funded  fi^om  the  fees  on  reg- 
istration applications.  And  just  to  disclose  my  own  personal  bias, 
I  have  always  thought  this  was  an  invidious  form  of  hidden  tax- 
ation. Why  shouldn't  we  be  worried  about  that  here?  Should  we  be 
worried  about  it,  and  if  so,  how  do  we  protect  against  the  real  prob- 
lem, which  is  growth  in  regulation,  because  there  is  this  financial 
engine  for  the  State  to  raise  taxes,  as  it  were? 

Mr.  Wood.  Sir,  if  I  may  say  so,  I  am  from  Georgia.  I  was  the 
chairman  of  the  board  last  year  and  reappointed  again  this  year, 
renominated  this  year.  But  we  anticipated  we  would  have  some 
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more,  possibly — we  set  our  dues  at  $250.  Currently  we  have  in  ex- 
cess of  $3,000.  We  have  dropped  our  dues  down  to  in  the  neighbor- 
hood of  $100. 

If  this  thing  goes  after  the  $250,000,  we  might  be  down  to  less 
than  a  thousand  regulators.  Therefore,  the  costs  will  go  back  up. 

Another  thing  could  happen.  If  we  run  into  another  situation 
such  as  we  have  had  with  the  S&L  bailout,  we  could  very  easily 
come  without  the  proper  security  of  these  loans,  are  we  going  to  get 
those  trained  professional  appraisers  once  they  have  gone  by  the 
wayside  and  gone  into  other  professions? 

It  takes  time  to  train  them.  Right  now  we  have  got  2  years  set 
up,  75,  105  to  120,  and  165  hours  for  licensed,  residential  certified 
and  certified  appraisers.  So  we  need  to  keep  our  appraisers  intact. 

Mr.  Nichols.  Mr.  Cox,  the  program  of  licensing  and  certifying 
appraisers  was  not  intended  to  be  a  money  maker  or  to  enhance 
the  bureaucracy.  But  it  was  intended  to  establish  some  level  of  pro- 
ficiency and  uniformity  that  did  not  exist. 

In  the  State  of  Indiana,  we  now  have  some  659  licensed  and  cer- 
tified appraisers.  Now,  prior  to  that  time,  the  hairdressers,  the  un- 
dertakers, everybody  had  to  be  licensed  or  something,  have  a 
threshold  level  of  proficiency.  In  Indiana,  you  had  to  be  a  licensed 
broker,  and  that  is  all.  And  there  was  never  any  indication  or  infer- 
ence in  Indiana  that  the  4  hours  of  education  you  got  as  being  a 
licensed  broker  had  anything  at  all  to  do  with  your  ability  to  ap- 
praise. 

That  is  one  example.  So  what  it  did  do  was  establish  a  threshold 
that  never  existed  before,  and  for  that  it  has  to  be  a  positive. 

Mr.  Cox.  I  don't  want  to  dwell  on  this  overmuch,  but  my  real 
question  is,  how  do  we  protect  against  the  tendency  of  those  who 
are  the  recipients  of  the  money  to  want  to  maintain  the  regulation 
for  the  wrong  reason,  which  is  that  it  keeps  the  money  coming  in? 

Let  us  assume  for  the  moment  that  there  is  a  class  of  trans- 
actions below  a  de  minimis  threshold,  which  we  can  all  agree  upon, 
that  ought  not  to  have  a  requirement  of  an  appraisal.  And  yet  if 
we  exempt  all  these  transactions  we  will,  perforce,  by  the  iron  laws 
of  economics,  have  fewer  people  at  the  margin  applying  for  licenses. 
That  will  dry  up  fees.  And  it  will  raise  costs. 

I  think  this  is  the  point  of  what  Mr.  Wood  just  said.  Reducing 
the  number  of  appraisal  licensed  applicants  will  raise  costs  for  ev- 
erybody else  who  is  still  using  licensed  appraisers.  So  we  ought  to 
recognize  we  are  shifting  costs  in  that  way. 

But  is  it  any  more  fair — if  we  can  agree  in  the  abstract,  there 
ought  not  to  be  appraisers  required  in  these  transactions — to  say 
we  are  going  to  require  them  nonetheless,  because  they  are  the  en- 
gine of  financing  the  regulatory  scheme?  If  people  involved  in  these 
transactions  don't  need  the  regulation,  why  should  they  have  to 
pay  for  it? 

Mr.  Nichols.  Clearly,  if  they  don't  need  it,  they  shouldn't  have 
to  pay  for  it.  It  still  seems  to  me  that  this  activity 

Mr.  Spratt.  Excuse  me.  I  have  got  to  go,  believe  it  or  not,  to 
chair  another  hearing.  Go  right  ahead  and  answer  the  question. 

Mr.  Nichols.  I  think  my  best  answer  is  that  if  there  isn't  a  need, 
of  course,  there  shouldn't  be  this  kind  of  a  charge  or  a  cost  or  a 
fee.  On  the  other  hand,  at  our  level,  it  is  finance  or  competitive- 
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fee  based.  And  really,  that  is  what  brings  appraisers  into  the  field 
or  takes  them  out  of  the  field,  just  like  it  does  brokers  or  sales- 
people in  the  real  estate  industry. 

I  am  not  suggesting  to  you  that  it  is  going  to  cause  a  calamity 
of  drying  up  of  appraisers  out  there.  That  could  be  one  of  the  con- 
sequences. I  think  a  more  important  one  is  whether  what  it  does 
to  the  creditability  of  the  professionalism  that  is  attempting  to  be 
elevated  in  the  industry  as  it  was  some  25  or  more  years  ago  in 
the  financial  accounting  industry,  that  is,  I  think,  a  threshold  we 
are  trying  to  achieve  and  maintain. 

Mr.  Cox.  I  thank  you.  I  think  in  the  interests  of— I  was  going 
to  yield  back  to  the  chairman. 

Mr.  Spratt.  I  am  sorry  I  have  to  yield.  Mr.  Cox  is  in  charge, 

Mr.  Cox  [presiding].  I  am  sorry.  Mr.  Wood. 

Mr.  Wood.  Mr.  Cox,  in  Georgia  we  have  to  budget  for  how  much 
money  we  anticipate  spending  from  one  year  to  the  next. 

I  believe  I  see  where  you  are  coming  from.  Many  of  the  States, 
they  will  charge  a  fee,  you  know,  without  budgeting  any  money  at 
all.  You  probably  ran  into  some  of  that  yourself.  And  that  goes  into 
the  general  fund  of  that  particular  State. 

We  have  to  budget  for  our  own  money.  We  have  to  come  up  with 
the  amount  of  money  that  was  going  to  operate  from  July  1,  1993, 
to  June  30,  1994.  And  if  we  go  snort,  we  go  without. 

And  so  I  think  that  if  you  all  are  looking  for  something  to  help 
out  the  appraisal  boards,  it  would  be  something  similar  to  that. 

Mr.  Cox.  All  right.  I  think  in  the  interests  of  all  of  your  time  as 
well  as  anyone  else  who  might  be  interested  in  covering  the  hear- 
ings, we  ought  to,  since  the  chairman  has  gone  off  to  another  hear- 
ing, allow  you  the  opportunity  after  this  hearing  to  present  any  ad- 
ditional views  in  writing,  besides  the  rather  substantial  amount  of 
information  that  you've  already  provided  to  us,  for  which  I  am  per- 
sonally grateful.  And  also,  if  you  would  not  mind,  if  any  of  our  com- 
mittee members  who  are  not  here  might  have  the  opportunity  to 
address  questions  to  you  in  writing,  we  would  appreciate  the  oppor- 
tunity to  follow  up  that  way. 

Mr.  Nichols.  Any  time. 

Mr.  Cox.  This  is  a  topic  that,  as  you  know,  this  subcommittee 
has  been  involved  with  from  the  ^et  go.  I  served  on  this  committee 
5  years  ago  when  it  was  in  the  middle  of  considering  appraisal  leg- 
islation, and  following  up  on  its  early  recommendation  for  ap- 
praisal requirements. 

And  so  I  am  going  to  continue  to  be  interested  in  this  area.  Par- 
ticularly given  the  Clinton  administration's  proposals,  I  know  you 
will  be  as  well. 

Thank  you  very  much  for  your  time,  and  for  illuminating  all  of 
us  who  were  here  a  moment  ago,  and  especially  the  one  who  is  left 
at  the  moment.  Thank  you. 

The  hearing  is  adjourned. 

[Whereupon,  at  2  p.m.,  the  subcommittee  adjourned,  to  reconvene 
at  2  p.m.,  Wednesday,  March  24,  1993.] 


THE  CREDIT  CRUNCH  AND  REGULATORY 
BURDENS  IN  BANK  LENDING 


WEDNESDAY,  MARCH  24,  1993 

House  of  Representatives, 
Commerce,  Consumer,  and 
Monetary  Affairs  Subcommittee 
OF  THE  Committee  on  GtOvernment  Operations, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  2  p.m.,  in  room 
2247,  Raybum  House  Office  Building,  Hon.  John  M.  Spratt,  Jr. 
(chairman  of  the  subcommittee)  presiding. 

Present:  Representatives  John  M.  Spratt,  Jr.,  Bobby  L.  Rush, 
and  C.  Christopher  Cox. 

Also  present:  Theodore  J.  Jacobs,  staff  director;  Thomas  S.  Kahn, 
chief  counsel;  Donald  P.  Tucker,  chief  economist;  Richard  W.  Peter- 
son, counsel;  Faye  Ballard,  clerk;  and  Doug  Riggs,  minority  profes- 
sional staff,  Committee  on  Government  Operations. 

Mr.  Spratt.  I  would  like  to  call  the  subcommittee  to  order. 

Today  the  subcommittee  holds  the  third  of  its  hearings  into  the 
credit  crunch  and  just  what  the  Federal  Government  can  do  about 
it. 

Yesterday  the  subcommittee  heard  from  a  panel  of  bankers  who 
uniformly  believe  that  we  have  overreg^lated  the  banking  industry 
to  the  detriment  of  small  and  medium-sized  business  borrowers, 
personal  borrowers,  and  residential  mortgage  borrowers. 

You  saw  a  graphic  example  of  the  stark  increase  in  regulations 
between  15  years  ago  and  now,  when  William  Brandon,  president 
of  the  America  Bankers  Association,  presented  a  2-foot  high  stack 
of  regulations  which  banks  must  comply  with  before  making  loans. 
We  also  heard  many  examples  of  horror  stories  on  failures  of  banks 
to  lend  to  small  and  medium-sized  businesses. 

We  then  heard  from  a  panel  of  appraisers  who  agreed  that  regu- 
lation might  be  decreased,  but  were  adamant  that  it  was  not  appro- 
priate to  increase  the  threshold  for  certified  appraisals  from 
$100,000  to  $250,000,  as  some  assume  the  administration  plans. 
They  maintained  that  it  was  an  issue  of  consumer  protection  to 
maintain  the  present  appraisal  scheme,  and  that  it  would  be  con- 
trary to  public  policy  to  revert  to  a  pre-FIRREA  appraisal  situation. 

Today,  we  hear  from  two  additional  panels  who  will  shed  further 
light  on  this  problem. 

First,  we  have  a  panel  who  will  present  the  "consumer"  interest 
in  banking:  Public  Citizen's  Congp^ess  Watch  and  the  Consumer 
Federation  of  America.  We  look  forward  to  their  testimony. 
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Next,  we  will  hear  from  a  panel  of  small  business  people  and  rep- 
resentatives of  small  business  organizations. 

It  is  by  now  pretty  well  established  that  the  credit  crunch  affects 
small  £md  medium-sized  businesses  most  adversely.  We  have  heard 
this  from  almost  everv  witness  in  this  series  of  hearings.  Now,  we 
want  to  hear  from  the  small  and  medium-sized  business  people 
themselves.  We  will  soon  do  so. 

We  will  be  holding  one  last  day  of  hearings  after  the  Easter 
break,  when  we  will  take  testimony  from  owners  of  small  busi- 
nesses and  owners  of  small  banks.  These  witnesses  will  come  pri- 
marily from  the  congressional  districts  of  the  members  of  our  sub- 
committee. We  still  do  not  have  a  full  set  of  witnesses  or  the  date 
set  for  this  hearing,  but  there  will  be  one  more  hearing  at  least. 

Mr.  Cox  is  not  here,  but  I  will  reserve  time  for  him  to  make  an 
opening  statement  when  he  comes. 

It  looks  like  we  have  a  vote  on  the  floor  of  the  House  right  now. 
That  is  probably  why  nobodv  is  here  to  join  me  right  now.  I  under- 
stand we  will  have  quite  a  ^w  votes  this  afternoon.  This  looks  like 
a  suspension  held  over  from  yesterday. 

Our  first  panel  consists  of  Ms.  Susannah  Groodman,  the  legisla- 
tive advocate  for  banking  with  the  Public  Citizen's  Congress 
Watch. 

We  are  glad  to  have  you  here  todav. 

And  Mr.  Chris  Lewis,  director  of  banking  and  housing  policy  for 
the  Consumer  Federation  of  America. 

Do  you  have  any  preferred  order  between  the  two  of  you? 

Do  you  want  to  go  first,  Ms.  Goodman? 

Ms.  CJoODMAN.  Sure. 

Mr.  Spratt.  You  pre-filed  your  statement.  I  will  note  for  the 
record  that  your  statement  has  been  offered  and  will  be  made  part 
of  the  record  in  its  entirety. 

If  you  like  you  may  summarize  it.  The  floor  is  yours. 

STATEMENT  OF  SUSANNAH  GOODMAN,  LEGISLATIVE  ADVO- 
CATE FOR  BANKING,  PUBLIC  CITIZEN'S  CONGRESS  WATCH 

Ms.  GrOODMAN.  I  will  be  summarizing  it.  Grood  afi^rnoon,  Mr. 
Chairman.  I  am  Susannah  Goodman,  I  am  the  legislative  advocate 
on  banking  issues  for  Public  Citizen's  Congress  Watch.  Public  Citi- 
zen is  a  national  consumer  organization  rounded  by  Ralph  Nader 
in  1971  with  over  140,000  members  nationwide.  Congress  Watch  is 
the  lobbying  arm  of  the  Public  Citizen. 

Mr.  Chairman,  I  am  very  pleased  to  be  here  today  and  very  glad 
that  you  are  holding  these  hearings  on  credit  availability. 

My  organization,  Public  Citizen,  has  been  concerned  with  the 
credit  needs  of  those  underserved  by  the  banking  industry  for  a 
long  time,  particularly  as  the  banking  industry  undergoes  consoli- 
dation and  potentially  engages  in  interstate  branching.  We  are 
worried  about  the  impact  this  will  have  on  local  economies  and  the 
small  businesses  in  them. 

Many  of  the  bank  trade  groups  would  have  you  believe  that  the 
credit  crunch  is  simply  a  question  of  overregulation.  Unfortimately, 
it  is  not  that  simple.  Slack  lending  is  the  result  of  many  factors, 
including  low  loan  demand  and  the  recent  flow  of  capital  into 
Treasurys  and  Government  agency-related  securities. 
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Most  dramatically,  we  think  it  is  related  to  the  decrease  in  the 
number  of  banks  themselves.  I  am  referring  to  the  past  decade  of 
bank  failures. 

Since  1980,  over  1,400  banks  have  failed,  or  have  been  absorbed 
or  taken  over.  The  Bank  Insurance  Fund  is  at  zero.  The  American 
Banker  today  reports  that  it  will  remain  undercapitalized  until  the 
year  2002.  Many  borrowers  have  lost  their  hometown  creditors. 
Local  farmers  and  shop  keepers  have  then  been  subject  to  the  proc- 
esses of  out-of-State  and  money  center  banks  who  don't  know  them 
and  don't  understand  the  nature  of  their  credit  needs.  I  would  refer 
the  committee  to  the  Wall  Street  Journal  article  attached  to  my 
testimony  entitled  "Small  Texas  Towns  Are  the  Latest  Victims  of 
Big  Banks'  Crisis.  Locals'  Credit  Gets  Cut  Off  As  Dallas  and  Hous- 
ton Drain  Away  Deposits:  No  Money  For  Chicken  Feed." 

That  is  what  we  are  talking  about  here  today.  We  are  talking 
about  money  for  chicken  feed,  money  to  finance  the  local  hardware 
store. 

This  writer  reflects  our  thoughts  of  the  urgency  of  the  credit 
crunch.  He  writes:  "As  loan  losses  at  money  center  banks  in  Dallas 
and  Houston  mount,  banks  all  across  the  State  are  under  strict  or- 
ders to  shovel  hard-earned  dollars  to  their  sickly,  cash-starved 
holding  companies.  Banks  are  systematically  cutting  local  borrow- 
ers' loans  and  credit  lines.  The  upshot:  Deposits  generated  in 
places  such  as  Lufkin  are  being  used  to  refinance  shaky  real-estate 
and  energy  loans  in  Dallas  and  Houston."  In  other  words,  as  banks 
fail,  credit  is  crunched. 

I  would  ask  members  of  this  committee  to  note  that  this  article 
is  very  old.  It  predates  FIRREA;  it  predates  FDICIA.  But  it  cer- 
tainly speaks  to  the  problem  of  credit  availability,  and  it  reflects 
our  analysis  that  it  is  not  new  regulations  that  are  the  problem, 
but  old  lending  practices. 

It  was  the  lending  trends  of  the  roaring  eighties,  when  lax  regu- 
lations allowed  banks  to  make  bad  loans.  These  loans  made  to  less- 
er developed  countries,  bridge  loans  which  financed  the  hostile 
takeover  and  leveraged  buyout  wave,  and  most  dramatically,  specu- 
lative loans  to  commercial  real  estate  defaulted  and  dragged  banks 
down  with  them. 

A  recent  CBO  study  on  the  credit  crunch  supports  this  analysis. 
Basically,  the  report  shows  that  when  banks  are  weak,  and  many 
banks  have  failed,  lending  has  declined;  where  banks  are  strong, 
lending  has  increased. 

The  reforms  adopted  as  part  of  FDICIA  are  designed  to  correct 
the  poor  management  practices  and  loose  lending  policies  which 
were  the  underlying  causes  for  these  failures. 

I  know  the  committee  is  aware  of  this,  but  it  has  not  been  men- 
tioned, FDICIA  was  not  made  in  a  vacuum.  The  reason  that  Con- 
gress passed  this  law  at  all  was  because  it  provided  a  very  nec- 
essary $70  billion  line  of  credit  to  the  depleted  bank  insurance 
fiind. 

Congress  very  wisely  tied  the  provisions  of  FDICIA  to  what  could 
have  been,  if  the  Fed  had  not  pushed  interest  rates  down  so  far, 
a  taxpayer  bailout  of  the  commercial  banks.  Consequently,  rather 
than  scaling  back  safety  and  soundness  laws  and  consumer  protec- 
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tion  laws,  we  support  other  initiatives  to  enhance  credit  availabil- 
ity. 

We  generally  support  some  provisions  of  the  President's  plans 
and  other  legislative  initiatives  that  have  been  introduced  in  this 
Congress. 

In  sum,  it  is  Public  Citizen's  position  that  rolling  back  safety  and 
soundness  laws,  and  consumer  protection  laws,  such  as  Truth  in 
Lending,  Truth  in  Savings  the  Community  Investment  Act,  Expe- 
dited ^nds  Availability  Act  in  the  name  of  relieving  the  credit 
crunch,  would  be  a  very,  very  serious  mistake. 

We  applaud  you  for  holding  these  hearings  and  thank  you  very 
much  for  this  opportunity  to  testify.  I  will  he  happy  to  answer  any 
questions. 

[The  prepared  statement  of  Ms.  Goodman  follows:] 
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I  am  Susannah  Goodman,  legislative  advocate  on  banking  issues 
for  Public  Citizen's  Congress  Watch.  Public  Citizen  is  a  national 
consumer  organization  founded  by  Ralph  Nader  in  1971  with  over 
140,000  members  nationwide.  Congress  Watch  is  the  lobbying  arm  of 
Public  Citizen. 

Mr.  Chairman,  I  am  pleased  to  be  here  today  to  discuss  an 
issue  of  great  concern  to  Public  Citizen:  the  accessibility  of 
credit  for  small  businesses  and  measures  proposed  to  enhance  it. 
Indeed,  as  an  organization,  one  of  our  concerns  during  the  past 
three  years  has  been  the  availability  of  credit  to  local  economies 
and  small  business  as  the  banking  industry  undergoes  further 
consolidation  and  potentially  engages  in  interstate  branching.  We 
applaud  the  President's  recognition  of  the  importance  of  small 
business  to  our  economy  and  share  his  concern  that  this  sector  of 
the  economy,  which  accounts  for  60%  of  new  jobs  in  the  economy, 
continues  to  be  the  source  of  sorely  needed  economic 
revitalization. 

The  Causes  of  the  "Credit  Crunch"  for  Small  Business 

Banking  trade  representatives  would  have  you  think  that  this 
issue  is  merely  a  question  of  too  much  or  too  little  regulation. 
Unfortunately,  the  issue  is  not  that  simple.  Lack  of  lending  is 
the  result  of  many  factors,  including  low  loan  demand  due  to  the 
recession  and  flow  of  capital  into  government  agency  related 
securities.    Most  dramatically,  this  decline  in  lending  is  a 
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reflection  of  a  contraction  in  the  supply  of  lenders  -  that  is.  the 
past  decade  of  bank  failures. 

In  the  past  ten  years,  over  one  thousand  banks  have  failed, 
depleting  the  Bank  Insurance  Fund.  Many  others  have  merged  or  been 
taken  over.  This  simultaneous  constriction  and  consolidation  in 
the  industry  itself,  especially  in  those  regions  experiencing  a 
high  number  of  bank  failures,  has  limited  supply  of  credit  to  small 
businesses . 

Anecdotal  evidence  from  our  grassroots  operations  in  the 
Southwest,  Northwest  and  New  England  supports  this  analysis.  As 
banks  have  failed,  merged,  and  been  taken  over,  borrowers  have  lost 
their  hometown  creditors.  These  borrowers  have  been  subject  to  the 
processes  of  out  of  state  banks  or  money  center  banks  who  don't 
know  them  and  don't  understand  the  nature  of  their  credit  needs. 
Often  their  lines  of  credit  have  simply  been  called  or  not  renewed. 
I  would  refer  the  Committee  to  an  article  that  appeared  in  the  Wall 
Street  Journal  from  as  far  back  as  1988  entitled  Branch  Bullying: 
Small  Texas  Towns  Are  The  Latest  Victims  of  Big  Banks'  Crisis.  The 
subtitle  reads  Locals'  Credit  Gets  Cut  Off  As  Dallas  and  Houston 
Drain  Away  Deposits:  No  Money  For  Chicken  Feed.  I  have  attached 
this  article  as  an  appendix  to  my  testimony.  This  article  points 
to  the  fact  that  small  businesses  have  borne  the  brunt  of  the 
banking  crisis  and  are  now  facing  a  credit  crisis  of  their  own. 

The  recent  Congressional  Budget  Office  report  on  the  "credit 
crunch"  also  adds  credence  to  this  view.  According  to  the  report, 
"regions  with  a  high  proportion  of  weak  banks  show  overall  declines 
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in  bank  lending;  regions  with  a  very  small  portion  of  weak  banks 
show  increased  bank  lending."  The  report  indicated  that  the 
availability  of  bank  loans  in  any  region  of  the  country  is  likely 
to  coincide  with  the  number  and  size  of  weak  banks  in  that  regions. 
The  study  also  showed  that,  generally,  strong  banks  increased  their 
lending  and  weak  banks  decreased  their  lending,  which  is  as  it 
should  be. 

Consequently,  the  task  at  hand  is  to  stop  the  constriction  in 
the  supply  of  lenders,  or  simply  put,  to  stop  bank  failures.  To  do 
this  Congress  has  tried  to  attack  the  root  causes  for  bank 
failures.  The  greatest  causes  of  bank  failures  are  the  lax 
regulation,  oversight,  and  management  which  allowed  the  industry  to 
deplete  its  capital  and  slide  into  insolvency.  Members  of  the 
Committee  should  remember  that  it  wasn't  small  business  lending 
which  brought  down  the  banks.  It  was  the  lending  trends  of  the 
Roaring  Eighties,  loans  to  lesser  developed  countries  which  weren't 
paid  back,  bridge  loans  which  financed  the  hostile  takeover  and 
leveraged  buyout  wave,  and  most  dramatically,  real  estate  loans. 
Bank  portfolios  of  commercial  real  estate  grew  from  $132  billion  to 
$385  billion  in  eight  years  at  a  time  when  the  population  grew  by 
only  7%. 

Pxibllc  Citizen  Supports  Safety  and  Soundness  Reforms 

The  reforms  adopted  as  part  of  FDICIA  and  FIRREA  are  designed 
to  correct  these  underlying  causes.  It  is  also  important  to 
remember  that  these   reforms  were  not  made  in  a  vacuum,  but  were 
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the  result  of  careful,  painstaking  research,  study,  and  evaluation 
of  the  causes  of  bank  failures. 

Public  Citizen  strongly  supports  these  reforms,  especially  the 
new  capital  standards  and  accompanying  provisions  for  prompt 
corrective  action,  the  management,  oversight  and  accounting 
reforms,  and  the  new,  soon-to-be-released  standards  governing 
internal  controls.  I  will  be  submitting  for  the  record  a  longer 
discussion  of  the  merits  of  each  of  these  benefits.  Generally, 
these  provisions  require  banks  to  become  stronger,  less  likely  to 
fail,  and  in  a  better  position  to  continue  to  serve  borrowers, 
stockholders,  employees  and  communities  at  large.  As  the  recent 
CBO  report  stated,  "to  the  extent  that  recent  regulation  and 
legislation  have  strengthened  the  banking  system,  they  are  more 
likely  to  have  increased  the  ability  of  banks  to  support  an 
economic  recovery  than  to  have  hampered  it." 

Discussion  o£  Legislative  Initiatives 

Safety  and  Soundness 

Legislative  initiatives  claiming  to  relieve  the  credit  crunch 
have  targeted  these  linchpin  safety  and  soundness  reforms.  Public 
Citizen  opposes  efforts  to  reduce  the  leverage  ratio  or  any  of  the 
other  provisions  for  prompt  corrective  action,  to  limit  management, 
oversight  and  accounting  provisions,  and  to  limit  standards  -  which 
haven't  even  been  released  yet  -  governing  internal  controls. 

Relaxing  capital  standards  will  only  invite  undercapitalized 
institutions  to  expand  their  lending  and  repeat  the  mistakes  of  the 
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1980s.  Because  95.8%  of  banks  qualified  as  "well-capitalized"  at 
the  end  of  1992,  there  seems  to  be  no  need  to  reduce  capital 
standards  other  than  political  expediency.  Similarly,  repealing 
any  of  the  oversight  reforms  will  give  a  green  light  to  the  sloppy 
management  practices  and  loose  lending  policies  of  the  1980 's. 

It  would  be  wise  and  prudent  for  Congress  to  learn  from  the 
President  and  stand  behind  these  safety  and  soundness  reforms 
during  a  time  when  industry  representatives  are  clamoring  for  their 
repeal.  According  to  the  Congressional  Budget  Office,  the 
forbearance  policies  of  the  1980 's  added  an  extra  $66  billion  to 
the  S&L  Bailout.   This  mistake  is  too  expensive  to  repeat. 

Furthermore,  as  Charles  Bowsher,  head  of  the  Government 
Accounting  Office  has  stated,  "it  would  be  foolhardy  to 
periodically  weaken  and  tighten  banking  regulation  in  response  to 
recession  and  inflation."  Clearly,  there  are  better  ways  to 
stimulate  growth  than  to  roll  back  important  safety  and  soundness 
reforms.  Had  the  banking  industry  not  depleted  its  capital  cushion 
in  the  1980s  by  making  so  many  bad  loans,  it  could  have  provided 
resources  to  help  businesses  out  of  the  recession.  Instead,  the 
industry  has  significantly  contributed  to,  if  not  driven,  our 
economic  decline. 

Consumer  Protection  Laws 

There  are  also  legislative  initiatives  cloaked  in  the  guise  of 
"measures  to  alleviate  the  credit  crunch"  which  would  gut  critical 
consumer  protection  laws.   The  assertion  that,  somehow,  consumer 
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protection  laws  are  responsible  for  the  credit  crunch  is  illogical 
and  not  based  on  any  reliable  empirical  data.  Your  constituents 
would  be  justifiably  outraged  if  you  rolled  back  consumer 
protections  in  legislation  allegedly  designed  to  expand  the 
economy . 

Truth- In -Lending 

At  a  time  when  home  equity  scams  and  consumer  ripoffs  are 
pervasive,  there  has  never  been  a  greater  need  for  Truth-In- 
Lending.  However,  the  initiative  in  Rep.  Bereuter's  bill  would 
limit  the  applicability  of  the  Truth-In-Lending  statute  to  only  a 
class  of  people,  defined  by  income  status.  This  is  unfair.  People 
of  higher  income  status  are  just  as  vulnerable  to  deceptive  banking 
practices  as  low  income  consumers.  Banks  must  follow  normal 
standards  for  integrity  and  fair  play  when  dealing  with  all 
customers  -  -wealthy  and  poor.  Just  last  week,  I  spent  a  large 
portion  of  my  time  helping  an  elderly  widow  from  Wisconsin,  who  in 
her  advanced  years  is  going  to  be  turned  out  of  the  home  she  has 
lived  in  all  her  adult  life,  because  she  was  tricked  into  taking  a 
home  equity  loan  with  a  balloon  payment.  This  woman,  and  others 
like  her,  must  not  be  exempt  from  coverage  under  the  landmark 
Truth-  In-Lending  statute.  Consumer  protection  laws  are  meant  to 
protect  all  consumers  from  deceptive  banking  practices. 

HR  59  also  would  also  limit  the  right  of  rescission  under 
Truth  in  Lending  law.     The  "right  of  rescission"  is  not  an 
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impediment  to  accessing  credit  nor  does  it  require  undue  paperwork. 
It  is  an  essential  tool  used  to  protect  borrowers  who  have  been 
subject  to  the  practice  of  predatory  home  equity  lending.  Any 
attempt  to  limit  the  right  of  rescission  will  also  limit  recourse 
for  the  victims  of  these  deceptive  banking  practices. 

Community  Reinvestment  Act 

Public  Citizen  also  opposes  any  statutory  changes  which  would 
limit  the  scope  of  the  Community  Reinvestment  Act.  HR  59  would 
exempt  institutions  from  Community  Reinvestment  Act  "protests"  and 
"challenges"  that  had  received  a  "satisfactory"  or  "outstanding" 
rating  from  CRA.  This  proposal,  if  enacted,  would  effectively 
exempt  89%  of  the  industry  under  the  law,  gutting  enforcement  of 
the  CRA. 

This  would  be  poor  public  policy,  especially  because 
enforcement  of  the  CRA  is  already  so  uneven.  The  Senate 
Subcommittee  on  Housing  and  Urban  Affairs  in  their  Report  on  the 
Status  of  the  Community  Reinvestment  Act  found  that  "the 
supervisory  agencies'  record  of  inconsistent  and  lax  enforcement 
has  encouraged  indifference  and  disinterest  by  the  financial 
institutions.  As  a  consequence,  the  agencies  bear  significant 
responsibility  for  the  poor  performance  of  many  of  the  financial 
institutions.  .  ."  Clearly,  stronger  enforcement  of  the  CRA  is 
called  for  -  not  a  weakening  of  the  statute. 

Because  of  this  lax  enforcement,  community  groups  must 
maintain  the  right  to  challenge  an  institution  regardless  of  its 
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CRA  rating.  Decateur  Savings  and  Loan  in  Atlanta  received  a 
"satisfactory"  CRA  rating  during  the  same  time  period  that  the 
Justice  Department  won  a  settlement  against  it  for  discrimination 
in  lending.   Clearly,  community  groups  must  have  this  recourse. 

Repeal  of  Small  Business  Disclosure  Requirements 

Finally,  Public  Citizen  opposes  the  Bereuter  initiative  to 
repeal  small  business  and  small  farm  disclosure.  Repealing  this 
law  flies  in  the  face  of  efforts  to  discover  valuable  data  on 
credit  availability  to  small  businesses. 

Through  the  past  years  of  industry  consolidation,  it  has  at 
times  appeared  that  banks  were  redlining  small  businesses  as  a 
matter  of  policy.  As  Congressman  Zeliff,  a  member  of  this 
committee,  pointed  out  in  a  hearing  last  week,  there  is  the 
suspicion  that  banks  use  the  "excuse"  of  regulatory  burden  to  avoid 
making  loans  to  small  businesses.  Unfortunately,  there  has  been  no 
statistical  evidence  alon^  the  lines  of  the  HMDA  data  to  confirm 
these  suspicions,  and  consequently,  no  CRA  enforcement  actions 
could  be  requested.  The  small  farm  and  small  business  disclosure 
requirements  would  have  provided  this  very  important  data. 
(Unfortunately,  as  the  regulations  for  this  amendment  were  written, 
only  the  size  of  the  loan  was  reported,  but  these  regulations  can 
be  changed. ) 

Maintaining  small  business  lending  disclosure  requirements 
will  help  determine  where  the  credit  crunch  is  the  worst  for  small 
businesses,   and   consequently,   where   informed   public   policy 
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decisions  must  be  made  about  how  to  address  the  problem.  It  does 
seem  illogical  that  a  bill  designed  to  alleviate  the  credit  crunch 
to  small  business  would  repeal  such  an  important  provision. 

The  President's  Plan 

We  generally  support  the  President's  plans  to  eliminate 
impediments  to  loans  to  small  and  medium  sized  businesses, 
especially  women  and  minority  owned  businesses.  The  plan  to  allow 
well-capitalized  and  well-managed  banks  and  thrifts  to  set  aside  a 
percentage  of  loans  to  small  businesses  with  minimal  documentation 
may  be  helpful  to  encouraging  these  loans.  Our  continued  support 
for  this  plan  naturally  hinges  on  specifics,  such  as  the  definition 
of  "small  business,"  what  type  of  documentation  is  required,  and 
how  "well-capitalized"  and  "well-managed"  are  defined. 

Furthermore,  regulations  allowing  for  "character  lending"  also 
may  help  creditworthy  small  business  borrowers  receive  loans. 
Regulations  for  these  provisions  must  be  tightly  written  so  that 
they  do  not  become  loop-holes  for  well-connected  businessmen  to 
access  credit  without  adequate  protections,  and  so  that  they 
enhance  credit  accessibility  to  women  and  minorities.  We  look 
forward  to  reviewing  the  details  of  these  plans  whenever  they  are 
released. 

Bankers  Campaign  to  Reduce  Regulatory  Burden 

Efforts  to  have  a  clearheaded  discussion  about  how  to  make 
credit  more  accessible  to  small  businesses  have  become  completely 
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clouded  by  the  banking  industry's  public  relations  campaign  on 
regulatory  burden.  Industry  representatives  have  targeted  consumer 
protection  laws,  specifically  Truth-In-Savings  and  provisions  of 
Truth-In-Lending,  and  the  Community  Reinvestment  Act,  and  assigned 
an  arbitrary  price  tag  to  compliance  costs  with  these  regulations. 

They  have  implied  that  loosening  these  regulations  will  allow 
banks  to  lend  more.  The  question  remains,  "How  will  gutting 
consumer  protection  laws  have  any  impact  at  all  on  bank  lending?" 

The  American  Bankers'  Association  claims  that  "Federal  banking 
red  tape  costs  the  banking  industry  $10.7  billion  a  year."  The  ABA 
determined  this  number  from  a  survey  that  it  issued  to  its  9000 
members  to  which  roughly  only  900  responded.  This  is  a  10%  response 
rate.  Not  only  was  the  response  rate  low,  but  since  respondents 
self-selected  themselves  and  were  not  chosen  randomly,  it  is  highly 
likely  that  these  institutions  were  the  "squeaky  wheels."  It  is  our 
understanding  that  when  the  General  Accounting  Office  conducts  a 
survey,  it  requires  a  response  rate  between  70%  and  80%  before  it 
will  rely  on  its  findings.  The  methodology  for  the  ABA  study 
undermines  its  value. 

The  FFIEC  report  on  Regulatory  Burden  noted  other  limitations 

with  the  study. 

"The  questionnaire  did  not  specify  which  regulations  were  to 
be  counted  nor  provide"  guidance  on  compliance  activities 
associated  with  regulations.  As  a  consequence,  the  set  of 
regulations  and  compliance  activities  on  which  responses  were 
based  likely  differed  from  respondent  to  respondent.  Also, 
compliance  staff  time  on  nonregulatory  matters  was  apparently 
included  in  the  estimates  for  regulatory  costs,  and  overhead 
costs  and  most  nonlabor  compliance  costs  were  not  included. 
These  limitations  suggest  that  response  errors  are  probably 
larger  for  this  survey  than  the  previously  discussed  case 
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studies  and  survey." 

The  ABA  survey  was  open  ended  and  given  in  a  highly 
politically  charged  atmosphere  to  a  group  of  bankers  who  have  a 
specific  agenda.  There  was  no  uninterested  party  controlling  for 
any  aspect  of  the  survey.  Such  an  opinion  survey  with  such  a  low 
response  rate  should  certainly  not  be  the  basis  for  sweeping  public 
policy  decisions. 

The  General  Accounting  Office  shares  our  concern.    In 

testimony  just  last  week,  Mr.  Bowsher  said: 

"We  have  found  serious  methodological  problems  with  these 
studies.  Because  they  were,  for  the  most  part,  based  on 
industry  perspectives  or  opinions,  the  aggregate  cost 
estimates  were  imprecise  and  unreliable.  Furthermore,  the 
studies  did  not  attempt  to  weight  regulatory  costs  against  the 
safety  and  soundness  and  consumer  protection  benefits  of  bank 
regulations.  The  benefit  side  of  the  equation,  was,  for  the 
most  part,  ignored  in  these  studies." 

Conclusion 

Although  many  different  forces  in  the  economy  can  account  for 
the  "credit  crunch"  for  small  business,  the  past  decade  of  bank 
failures,  mergers  and  consolidations  has  had  the  greatest  impact  as 
the  supply  of  credit  and  creditors  has  dwindled.  Consequently,  the 
best  solution  to  the  "credit  crunch"  is  stalwart  support  of  safety 
and  soundness  reforms  adopted  as  parts  of  FDICIA  and  FIW^EA.  A 
healthy  banking  system  should  help  expand  the  economy. 

Unfortunately,  the  above  described  legislative  initiatives 
purported  to  alleviate  the  credit  crunch  would  relax  the  critical 
safety  and  soundness  standards  designed  to  restore  health  to  the 
banking  industry.  Furthermore,  these  legislative  initiatives  are 
also  designed  to  roll  back  or  repeal  consumer  protection  laws. 
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This  will  do  little  more  than  anger  consxjmers  and  certainly  will 
not  increase  the  ability  of  banks  to  lend.  Similarly,  the  banking 
industry's  campaign  to  "cut  red  tape"  merely  advocates  the  repeal 
of  valued  consumer  protection  laws  and  safety  and  soundness 
reforms . 

On  the  other  hand,  Public  Citizen  is  extremely  encouraged  by 
the  attention  the  President  has  given  to  this  very  serious  issue. 
We  wait  with  anticipation  and  concern  as  the  regulators  hammer  out 
the  details  of  the  President's  plan.  We  are  eager  to  continue 
working  with  the  President  and  Congress  to  resolve  issues  related 
to  problems  of  credit  in  the  economy.   Thank  You. 
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Branch  Bullying  '■ 
Small  Texas  Towns  •, 
Are  the  Latest  Victims 
Of  Big  Bai  iks'  Crisis    ; 

Locals'  Credit  Gets  Cut  Off 
As  Dallas  and  Houston 
Drain  Away  the  Deposits 

No  Money  for  Chicken  Feed 


By  l»iNAiU)  M.  Amw 
AihI  Uiick  Brown 

Slu/f  ItffMtrlrra  nf  Tiiit  Wau,  Sm^rrr  JottiuvAi. 

UIFKIN.  Texas-Wheii  Uie  big  Dallas 
mid  I  Illusion  banks  liinved  Inio  Liifkin  in 
llip  1970s,  llipy  iirniiiiscd  io  Imiislonn  (Ills 
(liuly  s.iwiiilil  town  Into  ao  Basl  Texas 
iiiimcy  CPiiler. 

Siidilriily,  iiiiilllniillloiicloll.'ir  crnlK 
lliirs  wero  av.til.ihle  to  loc-il  coinpniilis. 
.S(i|ilils(lc.ili'<l  liiist  services  were  danglnl 
lielore  rlcli  lumber  and  oil  lajiillles.  Unl- 
Inrs  Iloweti  Irniii  aiiloiiiiiled  leller  ina- 
cliliirs.  Drlveup  b.lnlis  eiigulied  two 
sc|iijre  blurks. 

Willi  llUle  l^ilklii  rin.illy  enJnytiiK  the 
hriiellls  ol  blgrity  bniililiiK,  people  role- 
braled.  Tlie  kI'Iik)  0|>eiiiiie  o(  one  bank's 
loiirslnry  building  was  soiitelhing:  holalr 
bnlliioii.<!.  prizes  and  an  appearance  by 
giild-iiiedai  eyiiinnsl  Mary  Lou  RetUm. 
rruiiilsrd  rrosprrUy  i^ost 

Hut  (<xlny,  llie  "new  age"  pronilsnl  by 
(iie  arrival  In  Uilkiii  o(  Dallas  based  FlrsI 
IteptiliilrMniik  (?orp.  and  lloiislon  based 
Klisl  City  Bancorp,  of  Texas  lias  sunk  Into 
a  dark  ago. 

.Siinie  Uilkin  bniiks-and  hundreds  ol- 
iilllc  ones  like  lliriii  liial  were  alsnrbed  by 
big  Texas  lianklng  clialns  In  recent  years- 
now  are  raiiglit  In  a  iiiess  not  of  Uieir  own 
making.  As  innn  iiisses  at  money  center 
banks  in  Dallas  and  IIuilsIou  mount,  banks ., 
all  across  tlie  slate  are  uniler  strict  oiders 
to  sliovei  liard  earned  dollars  to  tlieir 
sickly.  ca.<;li'SlnrveU  liolding  comiKinlex.  So, 
llie  banks  are  sysleiiiaticoHy  cutting  local 
boriowers'  loans  and  ciedit  lines. 

Tlie  u)nliot:  l)e|ioslls  generated  In 
plac4^  sucli  as  Lulkiii  are  being  used  to  re- 
linance  sliaky  real  estate  awl  eiieigy  hnns 
in  I)ali:i<;  niid  llnu.ilon.  And  witli  the  litlle 
b.niiks  Icll  wllh  iillle  ninney  to  lend,  local 
biLiiiicsses  aie  l>eing  .sipieezerl-soiiie  right 
OMi  III  biislne.'s.  1'lie  big  banks  "are  Just 
cliokliig  liie  entire  slate,"  s.ays  F*.  Ilagen 
McMaliiiii  Jr..  executive  director  of  Ibe  In- 
de|ieiHleiit  Hankers  Association  of  Texas. 
Wlial  aiinuys  everyone  In  Uilkin  Irinii  a 
liicni  (Uiambcr  ol  Oiiiiiiierce  to  the  Rapttst 
iiiinLsler  Is  lliat  the  iillle  town  had  nothing 
In  ihi  with  liie  rnriRv  aiMl  real  ridale  h-nd 
iiig  ili'luii'h'  hi  lliqKliHi  awl  IMIfcis  Iml  b 
invin*  I'm  iHlce  fur  H. 


SllltlUlg  FuiMb  "  •   ^^^'  ■      . 

As  recently  as  ISSTi,  nearly  66%  of  Uie  - 
drposib  at  Uie  illtie  b.anks  now  owned  by 
First  ItepubllcBaiik  were  recycled  back  tu 
tiie  Kiiinii  towns  as  lo.'uis.  Tod:iy,  Uiat  total 
lias  siiruiik  Io  41%.  ami  ti  billion  once  In 
iKiirowen:'  liniHi.":  lias  vaiilslied.  And  more 
than  liaif  the  luiuh  liiat  Its  local  banks  In- 
vest In  loans  and  .securities  iiave  gone  to 
Dallas,  lip  from  only  14%  five  yean  ago. 
The  never-ending  crisis  In  Texaii  bank- 
ing Is  panicking  Investors,  wlio  have  lost  - 
iiillihHis  ol  dollars.  It's  rattling  the  nation's 
capllal.  where  adiiiliilslratinii  olflclals  fear 
lliat  federal  bailouts  of  Texas  banks  and 
thrill  Institnlinns,  a  third  of  wlilch  are  hi- 
siiivent,  couhl  increase  tlie  natlouai  budget 
deficit  by  more  than  $10  biliinn. 

nut  numbers  nf  lliat  magnitude  mean 
Illtie  to  the  (leopie  In  i  ,iilklii  Ijiopuiation  32,- 
000)  and  similar  Texas  towns.  Wliat  trou- 
bles them  Is  that  a  l>ii(kiii  iiiercliant  who 
liad  Iniiked  without  dilficuity  lor  22  years 
now  can't  get  a  (tz.niio  loan  to  repair  Uie 
leaky  roof  of  Ills  store.  Or  Ui.al  a  local 
physician  is  being  oidered  (u  repay  a  tlO.- 
000  note  for  no  apparent  reason.  Or  Uiat 
one  of  their  good  friends  is  going  out  of 
business  because  the  big -city  banken  arbi- 
trarily cut  him  oil. 

"Fmbably  everybody  that's  la  business* 
hi  Ijilkin  has  liad  Uieir  business  whitUed 
down  or  liieir  borrowing  power  rut."  says 
an  auto  dealer,  wiiose  own  credit  line  was 
slashed  20%. 

Alrrn(l.r-Alllii);  Ecoiioiiilps 

l>ulkln's  economy,  like  tlint  of  many 
towns  big  and  small  in  llie  Southwest,  bad 
already  been  hit  hard  by  the  depression  in 
the  energy  industry.  Business  and  personal 
liankiuplcles  In  Rast  Texas  have  soared  > 
twenlylold  .since  I9S6.  Tliousanils  of  mill  . 
wnikers,  carpenters  and  oil  field  rough- 
necks have  losi  their  Jobs.  And  now,  as 
tiitsinessmen  In  L^ilkln  and  oUwr  litUe 
towns  turn  lb  First   nepubllcBank  >and 
First  Oly.  tiie  money  center  banks  Uiat"" 
once  promised  tiiem  all  the  financial  sup- 
|iurl  liiey  would  ever  need.  Uiey're  teUlii(_ 
little  lieip. 

In  Luikiii,  chicken  farmers  Edgar  and 
<;tiiirrt  Burton  recently  filed  personal 
bankruptcy  pelilioiis  because  their  bankers 
relused  Io  carry  liieni  uiilll  egg  sales  pick 
up  In  Uie  fall.  In  iiearhy  Henderson.  Iloger 
Kills  wakes  up  In  liie  middle  of  tlie  night 
because  his  Dallas  owned  bank,  whldi 
once  promised  him  an  endless  supply  of 
crnlit.  Is  deiiiandliig  Uiat  he  pay  off  his 
construction  company's  note  even  Uinugli 
he  lias  never  nilssnl  a  payment.  And  In 
1'empie,  humireds  of  miles  west  of  here,  a 
tiKitIng  coin|iany  was  ordered  by  Its 
Dallas  colli  roiled  bank  to  elUier  pony  up  a 
liOO.niO  rieposit  or  risk  losing  a  tJOO.OOO 
cfe«iH  line. 

,  "llie  Iniiks  iiave  golleii  a  little  bit 
rmigii  and  a  Illtie  hl|  niean."  says  James 
A.  Jones,  whose  Piney  Woods  Tractor  6 
Impleiiienls  Inc.  In  Ijilkin  lias  lost  sales 
because  Uie  banks  refuse  to  fhuuice  some 
of  his  nstomers. 

First  IteiMiblicBank,  wliose  federal  ball- 
out  Is  peiKllng.  and  First  Clly,  wliose  ffder 
rirasr  Turn  In  I'lii/r  *.  Cnlmiin  t 
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Biancli  Bullying:  Big  Texas  Banks 
Drain  Deposits  From  Small  Towns 


Cmilimiert  Frmn  First  Pnijt 
ally  .nldpd  SI.5  billiiui  reslnirliirlne  was 
rniii|ile(r(l  l.i^t  njoiilli,  Ixilli  nckiiowlfHlge 
dial  llioy  arp  rHyliie  heavily  on  llielr 
siiinll'tnwri  bank;;  lor  liiiid!;,  Iml  lliey  iiislsl 
llipy're  sllll  Iriidliig  iiioiiey  In  tlie  big  cllles 
and  small  lnwn.<:.  Ilic  inoblrin.  Iliry  say. 
Is  a  lack  ol  prolilablp  opinirlunlllcs  any- 
whrrp  In  the  stale,  and  Uiey  are  Irylng 
to  lliiiil  risk. 

In  any  event,  a  inlxlnre  of  anger,  friis- 
Iratlon  and  (eelliiRS  ol  liotr.iyal  lingers 
over  Uilkin  and  oilier  Utile  logging  towns 
nearby.  That  eonlrasts  siiaijily  witli  the 
spirit  of  opllinlsni  hi  sncli  places  a  few 
years  ago,  .SnrroiHidc<l  by  abandoned  pa- 
l>er  ndlls  and  slinl  In  nil  wells,  these  people 
ll.td  tnined  to  the  big  city  bankeis  for  help. 
Their  own  llltle  banks  were  pres.sed  for 
fniids  to  expand,  and  the  "friendly 
bankers"  down  at  Kirst  llepubllcHaiik  and 
First  Clly  weie  offering  to  be  belpful. 

"The  banks  prondsed  big  slnlf,"  says 
Roger  Mercer,  a  Nissan  dealer  here. 

And  for  a  lime  Ihey  dellveied,  opening 
a  spigot  of  easy  riedil  lliat  cinated  a  bnlld- 
ing  boomlel  and  changed  the  face  of  lliese 
backwoods  towns.  Apartment  complexes, 
molds  and  a  counlry  club  soon  .sprouted 
around  Ijjfkiii.  Tliere  w.is  even  talk  of 
(nrning  the  area  Inloa  tourisl  mecra  using 
Unke  .S.im  Raylnirn,  the  stales  largest 
man  made  lake,  as  a  playground. 

Alas,  the  "boys  up  in  llie  glass  lower," 
as  locals  now  derisively  call  llieni, 
changed  their  tune.  "Tliey  look  virtually 
everyliiing  out  of  tlie  control  of  the  local 
banks,"  Mr.  Mercer  s.ays.  Tlie  arm- 
around  the  slionlders  li  lendiiness  llial  once 
greeted  cu.sloineis  h.is  given  way  to 
sIraightariniMg  strapped  iKiirowers.  l>o- 
cals  are  wlusiicring  about  a  "hit  list"  of 
customers  thai  First  KepiibllcBaiik  Uifkln 
Is  pressing  tor  repayment. 
Tractor  Dealer's  Trouhin 

First  RepubllclJank  t,ulklii  recently 
summoned  a  Ijilkiu  tr.ictor  dealer  to  the 
bank,  where  stone  faced  accountants  un- 
furled spread  sheets  showing  the  innrlallly 
rate  of  firms  In  bis  hidusliy.  U  didn'l  mat- 
ter that  Ids  loans  were  curient.  Ills  com- 
pany had  lost  money  lor  two  years  ran- 
niiig.  and  the  odds  weie  slacked  against 
him.  Hankers  wlioiii  Hie  bnsinessiiian  had 
never  seen  licfoie  said  they  would  have  lo 
cut  his  credit  line  lo  SOV.iiUii  Iroiii  SI  iiill- 
lioii.  lie  was  stiiuned:  Witiiout  llie  big 
credit  line,  be  couldn't  linance  bis  Inven- 


tory, and  sales  would  shrivel. 

The  tractor  dealer  evenlually  fonn<l  fi- 
nancing at  a  small,  locally  owned  hank 
and  a  large,  out<jf  town  creillt  company. 
But  he's  still  fuming.  "The  dang  thing  that 
h.icks  me  off  Is  that  all  of  a  sudden  I  was  a 
statistic  and  not  an  Individual."  be  .says. 
Roger  Kills  (eais  Uiat  .soon  he  will  be- 
come a  slallstlc.  For  months,  the  ^S  year- 
old  construcllon  conlraclor  li.ns  been  coii- 
ducliiig  a  self  styled  llquidallnn  liecaiise 
First  HepiiblicBaiik  Henderson  refused  lo 
refinance  a  J25fl,0un  loan.  Mr.  Kills  re- 
cently sold  an  excavator,  two  bulldorers 
and  several  Iriicks  lo  cut  Ills  debt  lo  JI30.- 
000.  But  he  had  to  lay  oil  20  of  Ids  25 
workeis,  and  one  supplier  Is  suing  him  for 
unpaid  bills.  Meanwhile,  lie  Is  again  dig- 
ging trenches  with  bis  b.ickhoe  during  the 
day  and  goiiig  sleepless  many  nights  wor- 
rying about  bis  debts.  "I  feel  like  Ive  had 
all  the  wind  knocked  out  of  me."  Mr.  Ellis 
says.  "I've  been  whipped  down." 
Prffwurc  ArkiiowMgod 

local  bankers  acknowle<lge  that  corpo- 
rate olliclals  at  FIrsI  nepubllcHank  In 
Dallas  have  ordered  all  outlying  banks  to 
cut  some  commecclal  and  real  estate  lend 
Ing.  "llie  pressure  Is  there  lo  Idenllly  Ihe 
problems."  says  ll.J.  "Jay"  Sbands  III, 
Uie  banks  33year-old  chief  executive 
whose  laiiilly  i  an  llie  Uilkin  Innk  belore 
First  liepubiicRaiik  honghl  It.  And  be  con 
cedes  tliat  the  bank's  new  owners,  liard- 
piessed  for  de|>oslls  (federal  regulators 
are  pumping  lietwecn  J2.5  iiilllioii  and  W.S 
million  Into  the  chain's  banks  each  week), 
are  eidurclng  ciedll  policy  rigidly. 

"Our  (xiliry  book  was  Just  as  tliick  lie- 
fore  the  bank  w.as  .sold,"  says  Mr  Sbands, 
pointing  to  a  three  ring  blue  binder  "The 
only  dllleience  w.ts  we  never  read  It." 

Edgar  and  Gilbert  nurton  wish  Ihey 
never  had.  The  two  Lufkln  chicken  farm- 
ers tlle<l  their  bankruptcy  petitions  last 
iiioiilli  after  First  RepubllcBank  l^lklii  re 


fused  to  lend  them  Ihe  {"iOO.OOO  tliey  needed 
lo  feed  their  7SU.0U0  chickens  and  meet 
other  obligalloiis.  Tlie  hrotiiers  already 
owed  the  hank  S2.5  million,  and  local  offi- 
cials (old  (lieiii  that  another  loan  would  ex- 
ceed (be  L,ulklii  bank's  legal  lliidl.  They 
weie  told  to  plead  their  case  wltli  corpo- 
rate officials  at  First  RepubllcBank, 
Dallas,  whose  now  delnnct  agricultural- 
loan  division  h,ad  once  lent  the  liiiids  to 
purchase  a  .second  chicken  ranch  and  Just 
about  anything  else  they  wanted. 

But  their  pleivs  tell  on  deaf  ears.  First 
Repulillcllank  Dall,is  "was  broker  than  I 
w.TS."  Edgar  Hurlon  says.  "If  1  had  any 
money,  they  would  have  waiifed  to  borrow. 
It." 

Wlinle  Town  Upset    •  ' 

1  he  bard  line  taken  by  "the  boys  up  In  ; 
the  glass  lower"  Is  riling  Uie  wliole  town.  ' 
III  the  midst  of  a  iiieeting,  a  Lufkln  attor- 
ney suing  First  Cily  gels  a  call  from  a 
sdiiined  physician  who  says  one  of  the 
banks  Just  ordered  bim  lo  repay  a  $10,000 
note.  The  lawyer  fuels  (lie  llaines.  "These 
damn  people  In  iloiislou  and  Dallas  sure  . 
are  fangling  things  up,  aren't  tliey?"  he 
says. 

Charles  S.  Mcllveene,  the  pastor  of  Ijjf- 
kln's  FIrsI  Bapdsl  Church,  says  donalloiis 
h.id  dropped  .so  much  (lia(  he  held  off  fill- 
ing two  stall  openings.  Concerned  about 
the  church's  ability  lo  pay  for  a  J3.5  ndl- 
lion  expaiision.  the  cliiirch  opted  for  a 
three  year  note  on  tlie  project  ratlier  than 
a  shorter  term. 

The  creillt  sipieeie  Is  also  creating  emo- 
lliHial  strain.  Tlie  manager  of  Ijilkln's 
WahienlHioks  says  that  the  store  freriuently 
runs  out  of  "Overcoming  Depression"  and 
thai  la|ies  on  how  lo  deal  with  stress  are  a 
hot  Item.  Local  psychotherapists  say  cases 
of  stress  and  family  tension  are  soaring. 
Edgar  Biirlon  concedes  that  at  first  he  was 
deeply  depressed  walching  tlie  lainlly's 
business  collapse  alter  33  years.  "I've  done 
my  crying,"  he  says. 

Mr.  Sbands,  the  banker.  Is  acutely 
aware  of  Uie  pain  bLs  bank's  credit  squeeze 
Ls  creating  In  Uilklii.  "II  ha-sn't  been  pleas- 
ant." lie  says.  "I  wish  I'd  been  >  school- 
teacher." 
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Keep  Reins  Tight  on  Banks 


By  Snxonnah  B.  Ooedmo 


RECENTLY,  bank  trade  as- 
sociations launched  « 
campaign  to  *cut  the  red 
tape."  Their  message:  Relai  bank- 
ing regulations  and  banlts  will  re- 
vitalize the  economy  with  re- 
newed lending.  This  call, 
however,  is  a  thinly  veiled  move  to 
dismantle  vital  consumer-protec- 
tion laws.  Bank  trade  representa- 
tives are  seeking  to  gut  critical 
laws  that  prevent  discrimination 
and  deceptive  practices  in  the  de- 
livery of  banking  services. 

In  the  name  of  cutting  red 
tape,  bank  trade  associations  are 
seeking  exemption  from  the  law 
created  to  prevent  discrimination 

-  the  Community  Reinvestment 
Act.  This  law  afBrms  that  insured 
financial  institutions  have  an  obli- 
gation to  meet  the  credit  needs  of 
the  entire  community  in  which 
they're  chartered,  including  low 
income  and  minority  neighbor- 
hoods The  law  was  designed  to 
prevent  the  practice  of  red-lining 

-  when  bankers  examine  a  map  of 
their  community  and  literally 
draw  a  red  line  around  neighbor- 
hoods they  do  not  wish  to  serve. 

But,  recent  studies  demon- 
strate the  need  for  stronger  en- 
forcement of  the  Community  Re- 
investment Act.  Data  from  the 
1990  Home  Mortgage  Disclosure 
Act  revealed  that  African-Ameri- 
cans and  Hispanics  were  ryected 
for  home  loans  between  two  and 
four  times  as  often  as  white  appli- 
cants of  comparable  Income  TVo 
studies,  one  conducted  b)  the 
Justice  Department  in  Atlanta  and 
one  by  the  Federal  Reserve  Bank 
in  Boston,  confirmed  that  in  these 
cities  this  preferential  treatment 
for  whiles  over  minorities  was 
primarily  the  result  of  racial  pr^ 
udice,  not  creditworthiness. 


The  proliferation  of  check- 
cashing  stores,  pawn  shops,  and 
loan-shark  operations  also  high- 
lights the  need  for  stronger  en- 
forcement of  the  Community  Re- 
investment Act  When  banks  do 
not  meet  the  credit  needs  of  low- 
income  and  minority  neighbor- 
hoods, the  residents  are  driven  to 
usurious  means  of  obtaining 
banking  services  and  credit  In 
the  United  Slates  today,  about  1 7 
million  households  do  not  have  a 
bank  account,  and  about  80  per- 
cent of  these  households  have  an- 
nual incomes  below  $20,000. 

Lack  of  bank  branches  in  low- 
income  neighborhoods  and  spi- 
raling  service  fees  have  made  ba- 
sic banking  services  unafTordable 
and  inaccessible  to  these  families. 
Consequently,  families  in  these 
neighborhoods  have  no  safe  place 
to  store  their  money  and  are 
forced  to  cash  their  checks  at  out- 
lets where  they  can  be  charged 
between  1  percent  and  10  percent 
of  the  face  value  of  the  check. 

PERHAPS  the  need  for 
strong  consumer  protection 
laws  is  most  readily  seen  in 
the  prevalence  of  home-equity 
scams  that  target  black,  elderly, 
or  uneducated  homeowners.  Ap- 
proached by  unscrupulous  mort- 
gage company  representatives, 
these  people  are  tricked  into  sign- 
ing a  home-mortgage  loan  or 
home-improvement  loan  that  they 
will  be  unable  to  repay.  When  fi- 
nance charges  and  exoriiitant  In- 
terest rates  (between  20  percent 
and  39  percent]  drain  their  assets 
so  that  they  can  no  longer  keep 
up  with  monthly  payments,  they 
lose  their  homes. 

Duriivg  the  past  two  years, 
class-action  lawsuits  have  been 
brought  against  a  Fleet  Hnance 
Corporation  mortgage  subsidiary 
in  Georgia,  accusing  it  of  racial 
discrimination,  loan-sharldng, 
fraud,  violation  of  usury  limits, 


and  breaking  the  Thjth-In-Lend- 
ing  Law.  Similar  suits  are  being 
brought  against  Chrysler  First  In 
Alabama,  Georgia,  New  Jersey, 
and  Maryland.  Nations  Bank  Is  In 
the  process  of  buying  substan- 
tially all  of  the  assets  of  Chrysler 
First  These  practices  underscore 
the  need  for  stronger  enforce- 
ment of  the  T^uth-In-Lending 
Law,  which  requires  banks  to  dis- 
close the  basic  features  of  their 
loan  programs  truthfully  and  fully. 
In  their  *anti-red  tape'  campaign, 
the  banking  industry  has  called 
for  changes  that  would  weaken 
the  ability  of  consumers  to  sue  a 
bank  for  violating  this  law,  leaving 
the  subjects  of  home-equity 
scams  little  legal  recourse. 

Finally,  the  newly  enacted 
Thith-ln-Savings  Law,  which 
stops  bankers  from  tying  about 
the  true  interest  rates  consumers 
recene,  is  also  under  attack  by 
banking  industry  representatives. 
Under  current  law,  it  is  legal  for  a 
bank  to  advertise  a  particular 
rate,  say  4  percent,  but  only  pay 
that  much  on  a  portion,  usually 
88  percent,  of  the  account  The 
TYuth-In-Savings  Law  -  set  to  take 
effect  this  June  -  prohibits  banks 
from  using  tricky  methods  of  bal- 
ance calculation  to  prevent  con- 
s^ners  from  obtaining  the  inter- 
est they  were  promised.  This  law 
should  be  maintained  in  Its  cur- 
rent status. 

The  country  as  a  whole  would 
be  better  served  if  bankers 
stopped  trying  to  cut  "red  tape" 
and  started  impro\'ing  their  prac- 
tices. If  laws  governing  the  finan- 
cial industry  are  reformed,  that 
should  occur  on  behalf  of  con- 
sumers and  taxpayers,  not  In 
spite  of  them. 

m  Susannah  B.  Goodman  is  a 
policy  analyst  on  banking  is- 
sves  with  the  amsumer  adtx)- 
cacy  group  Public  Citizen's 
Congress  Watch. 
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Mr,  Spratt.  We  have  your  complete  testimony.  As  you  summa- 
rized, I  was  reading  through  it.  You  have  some  excellent  points  to 
make  here. 

I  appreciate  your  brevity. 

We  have  to  vote  on  a  previous  question  and  vote  on  a  rule.  Then 
there  will  be  an  hour  debate  on  the  rule,  so  if  you  will  bear  with 
us,  we  will  be  right  back. 

Thank  you  veiy  much. 

[Recess  taken.] 

Mr.  Spratt.  Our  next  witness  is  Mr.  Chris  Lewis  of  the 
Consumer  Federation  of  America. 

Mr.  Lewis,  we  will  make  your  statement  part  of  the  record  in  its 
entirety. 

You  may  summarize  as  you  see  fit. 

STATEMENT  OF  CHRIS  LEWIS,  DIRECTOR  OF  BANKING  AND 
HOUSING  POUCY,  CONSUMER  FEDERATION  OF  AMERICA 

Mr.  Lewis.  Thank  you. 

The  Consumer  Federation  appreciates  the  opportunity  to  testify 
today.  We  warmly  welcome  the  subcommittee's  early  focus  on  the 
issue  of  credit  availability. 

Our  perspective  differs  somewhat  from  other  witnesses  that  have 
appeared  before  the  subcommittee.  However,  I  would  like  to  associ- 
ate myself  with  the  concern  expressed  yesterday  by  industry  wit- 
nesses for  the  little  guy,  the  small  business  person. 

We  just  hope  that  the  concern  that  was  expressed  was  checked 
by  the  industry  witnesses  when  they  got  on  the  plane  to  go  home 
last  night.  As  you  are  well  aware,  for  a  long  time  we  have  been 
concerned  about  the  banking  industry's  performance  in  meeting  the 
credit  needs  of  the  small  business  sector.  We  do  hope  their  concern 
is  genuine. 

As  I  note  in  my  statement,  the  Federal  Government  has  over  the 
vears  established  an  elaborate  and  costly  system  to  support  the 
banking  system,  presumably  for  the  important  purpose  of  assuring 
that  credit  is  available  on  reasonable  terms  for  all  Americans  and 
all  sectors  of  the  economy.  That  system  includes  the  Federal  De- 
posit Insurance  System,  the  Federal  Reserve  System,  as  well  as  a 
whole  range  of  Federal  insurance  and  guarantee  programs  that  as- 
sume much  of  the  risk  of  lending  and  places  that  risk  on  the  backs 
of  the  taxpayers  and  takes  it  off  of  the  backs  of  the  industry. 

As  I  do  note  in  the  statement,  when  this  system  fails,  it  is  the 
taxpayer  who  is  left  holding  the  bag. 

While  this  system  may  have  provided  golden  guarantees  for  the 
banking  institutions,  as  these  hearings  suggest,  it  is  not  guargmtee- 
ing  the  availability  of  credit  for  consumers,  for  business  persons, 
particularly  those  in  inner-city  communities  and  other  sectors  that 
lack  ready  access  to  the  attention  of  the  industry's  loan  officers. 

We  share  this  subcommittee's  concern  for  providing  an  ongoing 
source  of  credit  on  reasonable  terms  for  small  businesses. 

We  want  to  see  credit  availability  problems  solved  and  we  want 
the  real  causes  of  the  credit  problem  for  small  businesses  and  com- 
munities explored.  We  would  like  to  remind  the  subcommittee  that 
the  trade  associations  you  heard  from  vesterday  have  never  seen 
a  regulation  that  they  couldn't  learn  to  hate.  Thus  the  current  and 
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very  legitimate  concern  over  credit  availability  is  a  wonderful  ex- 
cuse to  get  their  old  banners  out  of  the  warehouse  and  start  an- 
other crusade  against  the  hateful  Washington  bureaucrats.  We 
urge  you  to  look  beyond  the  banks'  campaign  for  real  solutions  to 
the  credit  needs  of  underserved  sectors  of  the  economy. 

As  I  note  in  my  statement,  we  are  particularly  concerned  about 
the  vestiges  of  mortgage  discrimination  in  the  marketplace  and  the 
growing  epidemic  of  branch  closures,  both  of  which  have  a  material 
impact  on  the  availability  of  credit  for  consumers  and  small  busi- 
nesses. 

These  practices  are  industry  practices.  These  are  not  regulatory 
decisions.  These  are  practices  oy  institutions. 

It  is  our  view  that  the  solution  to  this  set  of  problems  is  not  one 
of  less  regulation  but  more  vigorous  enforcement  of  fair  lending 
and  community  reinvestment  laws.  Regulatory  relaxation  will  only 
exacerbate  this  problem. 

In  short,  the  basic  focus  of  our  statement  today  generally  is, 
what  practices  are  there  within  the  industry  that  may  impede  the 
flow  of  credit  to  consumers  and  small  businesses? 

I  do  note  in  the  statement  this  subcommittee's  long  history  in 
carrying  out  excellent  studies  that  have  shaped  public  policy.  We 
hope  that  the  talent  that  the  subcommittee  has  will  be  applied  to 
careful  and  detailed  analysis  of  practices  relating  to  small  business 
credit. 

We  hope  any  study  the  subcommittee  takes  in  this  area  will  in- 
clude an  inquiry  into  these  and  other  areas  associated  with  small 
business  borrowing  requirements,  including  compensating  bal- 
ances, all  of  which  have  a  heavy  impact  on  the  availability  of  credit 
and  viability  of  small  businesses.  Basically  our  concern  is,  are 
small  business  being  treated  fairly  at  loan  windows? 

Is  there  unwarranted  favoritism  for  bigger  firms  not  based  on  ac- 
tual costs  or  other  specific  economic  factors?  Before  we  move  to  toss 
regulations  in  the  waste  can,  we  think  these  questions  should  be 
thoroughly  explored. 

I  understand  yesterday  one  of  the  industry  witnesses  informed 
the  committee  that  at  that  witness'  particular  institution  they  had 
a  minimum  commercial  loan  size  of  half  a  million  dollars.  Clearly, 
a  small  business  person  coming  in  for  a  $10,000,  $15,000,  or 
$25,000  line  of  credit,  would  have  a  difficult  time  obtaining  a  loan 
from  that  institution. 

I  also  note  in  my  written  statement  that  over  the  last  few 
months,  in  fact,  throughout  the  economic  recession  of  the  last  2  to 
3  years.  Federal  Reserve  officials  have  noted  that  much  of  the 
small  business  credit  problems  have  been  associated  with  lack  of 
demand  rather  than  regulatory  factors.  Related  to  my  previous  dis- 
cussions about  the  banking  industry,  terms  for  small  business 
loans,  fair  interest  rates,  fees,  compensating  balances  and  other 
charges  have  much  to  do  with  demand. 

Now  I  would  like  to  comment  briefly  on  the  administrative  pro- 

Eosals  that  were  announced  2  weeks  ago.  First,  while  we  hope  most 
ankers  do  know  all  their  commimity,  we  question  the  heavy  em- 
phasis on  the  so-called  character  loans. 

One  banker  was  quoted  saying  these  are  "good  ole  boy"  loans. 
Bankers  are  operating  on  other  people's  money  and  are  backed  by 
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tax  fluids  and  these  facts  suggest  that  more  than  a  banker's  idea 
of  character  should  go  into  the  loan  file. 

We  urge  the  Congress  to  watch  over  the  rewrite  of  regulations 
in  this  area  and  proceed  cautiously.  There  is  a  long  history  in  the 
savings  and  loan  industry  of  the  cost  to  taxpayers  of  poorly  docu- 
mented loans.  Beyond  soundness  concerns,  we  think  there  is  a 
strong  inclination  for  these  character  loans  to  be  given  to  estab- 
lished businesses,  not  new  development  or  enterprises  owned  by 
women  or  minorities.  New  development,  so  badly  needed  in  many 
communities,  may  be  pushed  further  back  in  the  line,  if  big  baskets 
of  special  character  loans  go  to  a  favored  few  known  by  the  local 
banter. 

Second,  the  former  chairman  of  this  subcommittee  Congressman 
Barnard  performed  a  great  service  in  the  mid-1980's  in  the  ap- 
praisal area  and  was  responsible  for  title  XI  of  the  FIRREA  legisla- 
tion which  required  that  appraisals  be  conducted  by  qualified,  li- 
censed, and  certified  appraisers  so  that  appraisals  have  a  relation- 
ship to  true  market  value. 

The  administration's  proposals  in  the  area  of  appraisals  are  a  big 
step  backward,  limiting  appraisals  and  sharply  reducing  the  occa- 
sions where  a  licensed  ana  qualified  appraiser  will  be  involved.  Ap- 
praisals are  the  bread  and  butter  of  loan  documentation.  The  costs 
are  borne  by  the  borrower,  not  the  bank.  We  don't  believe  that 
there  is  evidence  of  a  regulatory  burden.  I  note  in  my  statement 
that  CFA  conducted  a  study  on  appraisals  and  we  found  no  correla- 
tion between  certification  and  the  cost  of  appraisals  to  the 
consumer. 

We  are  concerned  about  the  administration  moving  to  increase 
the  residential  de  minimis  level  to  $250,000  fi-om  its  current  exces- 
sive level  of  $100,000.  This  would  not  only  add  exceptional  risk  to 
the  insurance  funds,  but  also  would  eviscerate  the  benefit  of  profes- 
sional appraisals  that  title  XI  afforded  consumers. 

When  real  estate  is  overvalued  by  poorly  trained  or  unethical  ap- 
praisers, consumers  can  be  taken  for  thousands  of  dollars  in  excess 
costs.  And,  when  property  is  undervalued,  as  often  happens  in  com- 
munities that  bankers  do  not  know,  consumers  are  unable  to  meet 
down  payment  requirements  and  fail  to  obtain  mortgages.  That  is 
counter  to  the  President's  goal  of  expanding  credit  availability. 

On  the  legislative  front,  very  briefly  I  know  last  week  you  had 
a  number  of  colleagues  before  the  subcommittee.  We  have  some 
general  concerns  about  proposals  by  Senator  Shelby  and  Congress- 
man Bereuter,  which  tend  to  be  more  banker  friendly  than  bor- 
rower friendly.  I  hope  that  distinction  will  be  clear  in  your  mind 
as  vou  review  those  proposals. 

Also,  CFA  has  grave  concerns  about  the  proposal  put  forward  by 
Mr.  Kennedy  last  week  to  lower  the  leverage  ratio.  We  believe  that 
would  not  result  in  increased  lending.  It  would  likely  result  in  an 
increased  level  of  investment  in  Government  securities  and  that 
would  add  an  inordinate  amount  of  interest  rate  risk  onto  the  in- 
dustry's books  and  also  onto  the  insurance  funds. 

In  conclusion,  CFA's  view  on  the  credit  crunch  is  that  we  believe 
that  much  of  the  problems  of  credit  availability  have  to  do  with 
banking  practices  and  are  not  a  result  of  overregulation.  We  don't 
believe  that  this  is  a  regulatory-driven  credit  crunch.  Rather,  it  is 
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a  problem  of  credit  availability  typical  to  the  weak  economy  that 
we  are  hopefully  coming  out  of. 

It  is  related  to  historical  practices  within  the  industry,  all  of 
which  are  exacerbated  by  the  interest  rate  climate  we  have,  which 
provides  a  wonderful  spread  for  institutions  to  take  cheap  money 
on  demand  deposits  ana  to  invest  in  Government  securities  with  no 
credit  risks.  It  is  very  easv  to  make  those  investments.  You  don't 
have  to  employ  a  credit  administration  staff.  All  you  do  is  call  up 
your  broker  and  invest  in  a  security. 

In  short,  our  view  is  that  the  credit  needs  of  consumers  and 
small  businesses  will  best  be  met  by  ensuring  we  have  a  stable 
banking  system,  one  that  operates  on  equal  terms  to  all  borrowers 
and  one  that  protects  the  interests  of  the  taxpayers  and  the  sol- 
vencv  of  the  Federal  deposit  insurance  funds. 

[The  prepared  statement  of  Mr.  Lewis  follows:] 
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ConsumerFederationof  America 


TESTIMONY  OF  CHRIS  LEWIS 

DIRECTOR  OF  BANKING  AND  HOUSING  POLICY 

CONSUMER  FEDERATION  OF  AMERICA 

BEFORE  THE  SUBCC^DCITTEE 

ON  OCnOfERCE,  CONSUMER,  AND  MONETARY  AFFAIRS 

CtmMITTBE  ON  GOVERNMENT  OPERATIONS 

WEDNESDAY,  MARCH  24,  1993 


The  Consumer  Federation  of  America  is  pleased  to  testify 
today  before  the  Subcommittee  on  Commerce,  Consumer,  and  Monetary 
Affairs.   CFA  welcomes  this  Subcommittee's  early  focus  on  the 
availability  of  bank  credit  for  consumers  and  small  business.  CFA 
has  long  been  concerned  with  the  performance  of  the  banking 
Industry  in  meeting  the  credit  needs  of  consumers  on  fair, 
equitable  luid  affordable  terms.  Ne  know  that  the  well-being  of 
consumers,  small  businesses  and  the  Nation  depends  on  the  ability 
of  the  banking  industry  to  meet  legitimate  credit  demand. 
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No  one  in  this  room,  Mr.  Chairman,  needs  to  be  reminded  that 
the  Federal  Government  has  established  a  costly  and  elaborate 
network  to  support  its  banking  system,  presumably  for  the  purpose 
of  ensuring  credit  on  reasonable  terms  for  all  Americans  and  all 
sectors  of  the  economy. 

The  full  faith  and  credit  of  the  U.S.  Treasury  has  been 
placed  behind  over  three  trillion  dollars  of  insurance  for 
depository  institutions.   The  Federal  Reserve  System  provides 
loan  funds  to  banks  at  a  bargain  basement  rate  of  three  percent, 
almost  on  demand.   Expensive  Federal  insurance  and  guarantee 
programs  and  secondary  markets  have  been  established  and  backed 
by  the  taxpayers  to  shift  much  of  the  burden  of  risk  in  lending 
from  banks  to  the  U.S.  Treasury.   And,  as  we  have  learned  in  the 
savings  and  loan  debacle,  when  the  system  —  even  with  this 
network  of  guarantees  and  subsidies  fails  —  it  is  the  taxpayer 
who  is  called  upon  to  clean  up  the  mess. 

The  system  may  have  provided  golden  guarantees  for  the 
banking  institutions,  but,  as  these  hearings  suggest,  it  has  not 
guaranteed  the  availability  of  credit  —  for  consumers,  small 
businesses,  inner  city  neighborhoods,  depressed  rural  areas  and 
others  in  the  sectors  of  the  economy  lacking  the  clout  to  get 
instantaneous  recognition  from  a  bank  loan  officer. 

To  help  make  up  for  these  bank  created  gaps  in  the  economy. 
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the  Congress  has  created  entities  such  as  the  Small  Business 
Administration.   It  has  enacted  the  Community  Reinvestment  Act 
and  fair  lending  laws  to  help  communities,  small  businesses  and 
individuals  get  a  fair  shake  at  the  loan  windows  of  insured 
financial  institutions.   It  has  provided  for  taxpayer  subsidies 
of  interest  and  fee  charges  to  pay  part  of  the  banks'  freight. 
Nonetheless,  credit  availability  problems  remain  with  us. 

We  know  that  the  need  for  an  ongoing  source  of  credit  on 
reasonable  terms  for  small  business  is  much  on  the  minds  of  the 
Members  of  this  Subcommittee.   CFA  shares  your  concern.   We  want 
to  see  the  credit  availability  problem  solved  and  we  want  the 
real  causes  of  the  credit  famine  for  small  businesses, 
communities  and  individuals  explored.   As  the  Members  of  this 
Subcommittee  know  well,  the  lack  of  credit  for  small  business  is 
of  long  standing  —  predating  the  current  round  of  regulatory 
laws  enacted  in  the  wake  of  the  savings  and  loan  collapse. 

The  banks,  in  another  display  of  self-interest,  would  like 
to  convince  the  Congress,  the  Administration  and  the  media  that 
small  business  and  communities  are  being  denied  credit  because  of 
"over  zealous  regulations  and  heavy  handed  examiners."  The  bank 
trade  associations  have  never  seen  a  regulation  they  couldn't 
learn  to  hate.   So,  the  current  and  very  legitimate  concern  over 
credit  availability  is  a  wonderful  excuse  for  the  banks  to  get 
their  old  banners  out  of  the  warehouse  and  start  another  holy 
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crusade  against  those  hateful  Washington  regulatory  bureaucrats. 

CFA  urges  that  the  Congress  look  beyond  the  banks'  campaign 
for  solutions  that  will  remedy  the  famine  in  credit  and  banking 
services  for  undeserved  sectors  of  the  economy. 

Back  in  the  1960s  and  1970s,  there  was  a  growing  concern 
that  many  neighborhoods  were  being  redlined  —  ignored  —  by 
Federally  insured  institutions.   The  banks  were  quick  to  argue 
that  no  loans  went  into  these  areas  because  the  residents  didn't 
meet  credit  standards  —  a  clear  suggestion  that  banking 
regulations  on  safety  and  soundness  required  a  rejection  of  the 
applications. 

Thank  goodness,  many  in  the  Congress  doubted  this  pat  answer 
to  redlining  and  sought  more  scientific  data  through  the 
enactment  of  the  Home  Mortgage  Disclosure  Act.   That  Act  required 
banks  to  indicate  where  the  loans  are  made  by  the  census  tract 
with  1989  amendments  extending  the  data  to  information  on  race, 
gender  and  income  of  the  applicants.   Thanks  to  the  HMDA  data,  we 
now  know  that  much  of  the  problem  lies  in  the  banks'  negative 
perceptions  of  a  person's  skin  color  and  their  belief  that  low 
and  moderate  income  families,  by  definition,  are  bad  credit 
risks. 

The  solutions  to  this  set  of  problems  is  not  less 
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regulation,  as  the  banks  suggest,  but  a  more  vigorous  enforcement 
of  fair  lending  and  community  investment  laws.  Regulatory 
relaxation  will  exacerbate,  not  cure,  this  problem.  And,  as  I  am 
sure  this  Committee  knows  well,  these  neighborhoods  are  desperate 
for  small  business  activity  —  something  that  can  be  ensured  only 
if  regulators  take  seriously  their  responsibility  to  enforce  the 
law. 

Similarly,  it  has  not  been  regulation  or  overzealous 
examiners  that  have  brought  about  the  wholesale  closing  of  bank 
branches  in  many  communities.   These  have  been  banking  decisions, 
not  regulatory  decisions.   The  information  gathered  by  CFA 
suggests  that  many  banks  do  not  market  services  in  many  areas, 
let  the  branches  decline  and  then  point  to  the  lack  of  profits  as 
an  easy  self-fulfilling  prophesy  about  a  branches'  economic 
viability.   A  neighborhood  without  banking  services  doesn't 
attract  new  economic  activity  including  that  generated  by  small 
businesses.   Residents  and  small  businesses  are  hurt  tremendously 
when  they  see  their  bank  branches  padlocked  and  carted  across 
town  to  more  affluent,  already  well-served  neighborhoods. 

The  Government  Operations  Committee  and  this  Subcommittee 
have  carried  out  excellent  studies  and  research  projects  that 
have  done  much  to  shape  public  policy.   CFA  hopes  that  this 
talent  will  be  applied  to  a  careful  and  detailed  analysis  of 
lending  practices  relating  to  small  businesses.   It  is  one  thing 
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to  examine  the  regulatory  practices;  it  is  another  and,  perhaps 
more  important,  step  to  look  at  bank  practices.   That's  where  the 
small  business  person  is  often  up  against  the  wall. 

Many  small  business  loans  are  made  on  a  prime-plus  basis  — 
that  is  so  many  points  above  what  presumably  the  very  best 
business  customers  receive  at  the  bank.   As  studies  by  the  House 
Banking  Committee  reveal,  these  published  "prime  rates"  are  often 
fake  with  the  "very  best  rate"  even  lower.   There  have  been 
lawsuits  filed  around  the  nation  by  businesses  claiming  over- 
charges —  price  discrimination  —  because  their  loans  had  been 
figured  off  a  "published  prime  rate"  and  not  off  the  lower  more 
advantageous  rate  secretly  in  place  at  the  bank.   Incidentally, 
the  author  of  the  Banking  Committee  study  on  this  issue.  Dr. 
Robert  Auerbach,  has  appeared  often  as  an  expert  witness  in  court 
on  this  issue. 

We  would  hope  that  any  study  the  Subcommittee  undertakes  in 
this  area  includes  an  inquiry  into  fees  and  other  charges 
associated  with  small  business  loans  including  requirements  for 
compensating  balances  —  all  of  which  can  have  heavy  impact  on 
the  availability  of  credit  and  the  viability  of  a  small  business. 

As  I  hope  this  Subcommittee  knows,  the  Consumer  Federation 
of  America  has  conducted  annual  studies  of  fees  imposed  by  banks 
on  consumers.   We  have  found  an  astounding  upward  spiral  in  fees 
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that  are  adding  substantially  to  profits  of  banks  and  taking 
unwarranted  sums  out  of  the  pockets  of  working  Americans,  senior 
citizens  and  others  who  maintain  modest  accounts  in  taxpayer- 
supported  banks. 

This  rising  tide  of  hidden  charges,  we  suspect,  has  spread 
into  bank  relationships  with  small  business  concerns.   CFA  plans 
to  expand  its  future  surveys  to  investigate  this  issue,  but  we 
hope  in  the  meantime  this  Committee  will  be  in  a  position  to  lend 
its  resources  to  investigate  this  area  of  bank  imposed  costs  on 
small  business  —  an  area  that  may  be  deterring  small  business 
lending  more  than  the  most  exaggerated  concept  of  regulatory 
burdens. 

In  short,  are  small  businesses  being  treated  fairly  at  the 
loan  windows?  Or  is  there  an  unwarranted  favoritism  for  bigger 
firms  —  favoritism  not  based  on  actual  costs,  loan  loss 
experience  or  other  specific  economic  factors?  Before 
regulations  are  tossed  in  the  waste  can,  we  think  these  questions 
should  be  answered. 

Federal  Reserve  officials,  particularly  Federal  Reserve 
Presidents  out  in  the  Districts,  are  quoted  as  saying  much  of  the 
small  business  credit  problem  is  associated  with  lack  of  demand, 
rather  than  regulatory  factors.   Undoubtedly,  interest  rates, 
fees,  compensating  balances,  other  charges  —  and  the  day-to-day 
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treatment  of  small  business  customers  has  a  lot  to  do  with 
"demand."   If  small  businesses  can't  afford  the  bank  imposed 
terms,  tossing  out  the  regulations  won't  help. 

Two  weeks  ago,  the  financial  pages  of  the  newspapers  were 
filled  with  headlines  about  record  bank  profits  —  $32.2  billion 
for  1992.   Banks  are  paying  piddling  amounts  for  Certificates  of 
Deposit  and  other  savings  —  they  are  wallowing  in  low-cost  money 
and  the  interest  rate  spread  is  beautiful  for  the  banks. 

Perhaps,  the  banks  could  share  some  of  this  prosperity  and 
help  alleviate  the  credit  crunch  for  small  business  by  lowering 
interest  rates  and  fees  on  small  business  loans.   The  President 
guite  properly  has  called  for  sacrifice  by  everyone  in  the 
economy.   Maybe  the  banks  could  sacrifice  a  little  of  that  $32 
billion  profit  in  the  form  of  better  loan  terms  for  small 
business. 

Of  course,  the  loud  complaints  about  "regulatory  burdens" 
serves  the  banks  well.   It  diverts  attention  from  shortcomings  in 
the  banking  industry  and  shifts  it  to  regulators  and  the 
Congress.   Let  unhappy  bank  customers  think  it  is  the  examiners 
and  the  Congress  that  are  mucking  up  the  financial  game  —  not 
the  bank.   This  is  a  particularly  convenient  dodge  when  the  local 
banker  doesn't  want  to  make  a  loan.   The  banker  doesn't  want  to 
tell  a  business  person  that  he  is  being  rejected  by  the  bank  — 
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"it's  those  Washington  types  that  are  forcing  me  to  turn  you 
down."   From  those  little  incidents,  the  anecdotes  about 
regulatory  overkill  grow  like  wildfire.   Its  a  convincing  story 
for  many. 

During  his  campaign  and  in  the  early  days  of  his 
Administration,   President  Clinton  has  been  magnificent  in 
pushing  for  fairer  distribution  of  credit  —  to  reaching  out  to 
undeserved  areas  of  the  economy.   His  appointees  have  been 
available  and  willing  to  hear  competing  arguments  on  approaches 
to  the  problem. 

We  are  concerned,  nonetheless,  of  certain  aspects  of  the 
regulatory  changes  announced  by  the  President  on  March  10.   We 
had  hoped  that  any  change  would  be  spelled  out  fully  so  that  a 
considered  judgement  could  be  made  on  the  wisdom  and  viability  of 
the  changes.  Unfortunately,  most  details  have  yet  to  surface. 

We  are  fearful  that  some  of  the  President's  most  sought 
objectives  cannot  be  accomplished  with  the  March  10  outline. 
Some,  we  believe  will  have  the  opposite  result,  actually  limiting 
loans  in  some  areas  and  to  certain  classes  of  borrowers. 

First,  while  we  hope  that  most  bankers  do  know  their 
community  —  all  their  community  —  we  question  the  heavy 
emphasis  on  so-called  "character  loans."  One  banker  calls  these 
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"good  ole  boy"  loans. 

Bankers  are  operating  on  "other  people's  money"  and  are 
backed  by  tax  funds,  and  these  facts  would  suggest  that  more  than 
a  banker's  idea  of  character  should  go  in  the  loan  file.   If 
anyone  doubts  this,  the  files  at  the  Resolution  Trust  Corporation 
and  the  Federal  Deposit  Insurance  Corporation  are  full  of  credits 
being  paid  off  by  the  taxpayers  —  not  by  those  "good  ole  boys" 
that  got  the  1980 's  version  of  character  loans. 

Beyond  the  obvious  safety  and  soundness  question,  we  think 
there  is  a  strong  inclination  for  these  "character  loans"  to  go 
to  established  businesses,  not  to  new  development,  not 
enterprises  owned  by  minorities  and  women.  New  development,  so 
badly  needed  in  many  communities,  may  be  pushed  further  back  in 
the  line  if  big  baskets  of  special  character  loans  go  to  a 
favored  few  known  by  the  local  banker.  We  fear  for  enforcement 
of  fair  lending  in  these  circumstances. 

Secondly,  the  former  Chairman  of  this  Subcommittee,  Doug 
Barnard,  performed  a  great  public  service  in  investigating  and 
revealing  the  fraud  involved  in  sleazy,  inadequate  and  outright 
false  appraisals  that  were  in  the  files  of  many  of  the  failed 
savings  and  loans  in  Texas  and  elsewhere.   His  efforts  led  to 
Title  XI  of  FIRREA  requiring  appraisals  by  qualified,  licensed 
and  certified  appraisers  —  so  the  documentation  meant  something. 
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The  new  proposals  suggest  a  big  step  backward,  limiting 
appraisals  and  sharply  reducing  the  occasions  where  a  licensed 
and  qualified  appraiser  will  be  involved.   The  appraisals  are  the 
bread  and  butter  of  loan  documentation  for  millions  of  real 
estate  transactions  every  year.   The  cost  are  borne  by  the 
borrower,  not  the  bank,  and  this  clearly  does  not  add  a 
regulatory  burden  for  the  banks. 

Many  in  the  banking  industry  have  suggested  that  Title  XI 
has  increased  the  cost  of  appraisals.  However,  no  evidence  has 
been  put  forward  to  substantiate  this  claim.  Last  year,  CFA 
conducted  a  nationwide  survey  of  appraisal  costs.  We  found 
absolutely  no  correlation  between  appraiser  certification  and 
cost.  Is  it  unreasonable  that  the  regulatory  agencies  put  the. 
evidence  of  increased  cost  on  the  table  before  conducting  open 
heart  surgery  on  Title  XI? 

We  are  particularly  concerned  that  the  Administration  may 
move  to  increase  the  de  minimis   appraisal  threshold  to  $250,000 
from  its  current  excessive  level  of  $100,000.  This  would  not  only 
add  exceptional  risk  to  the  deposit  insurance  funds  and  the 
taxpayers  who  stand  behind  them,  but  would  eviscerate  the  benefit 
of  professional  appraisals  that  Title  XI  afforded  consumers.  When 
real  estate  is  over  valued  by  poorly  trained  or  unethical 
appraisers  consumers  can  be  taken  for  thousands  of  dollars  in 
excess  costs.  And,  when  property  is  improperly  under  valued  —  as 
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often  happens  in  communities  that  bankers  do  not  know  — 
consumers  are  unable  to  meet  downpayment  requirements  and  fail  to 
obtain  mortgages.  A  result  counter  to  the  President's  goal  of 
expanding  credit  availability. 

We  hope  that  this  Subcommittee  will  work  with  the 
Administration  to  preserve  its  prior  product  —  a  product  that  is 
of  clear  benefit  to  the  banking  industry,  taxpayers  and  consumers 
alike. 

In  this  discussion  of  new  regulations,  the  issue  of  the 
savings  and  loan  collapse  has  been  raised  many  times.   So  many 
times,  I  fear,  that  people  are  becoming  numb. 

But,  we  must  keep  the  focus  on  the  immediate  history  — 
particularly  since  it  is  a  history  lesson  that  is  still  being 
paid  for  on  individual  tax  returns  each  year.   Back  in  the  wild 
west  of  deregulation  —  the  early  1980 's  —  no  tax  dollars  had 
been  expended  to  rescue  failed  institutions  and  the  insurance 
funds  were  composed  of  premiums  paid  by  the  institutions.   Some 
key  Members  of  Congress  believed  that  the  use  of  tax  funds  for 
the  banks  —  other  than  the  ongoing  subsidies  —  was  remote  as 
the  thought  that  Washington,  D.C.  would  slip  into  the  Potomac. 

As  we  all  sadly  know,  it  did  happen  and  tax  money  went  out 
in  billion  dollar  lots  to  pay  for  ill-thought  out  deregulatory 
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moves  and  the  outright  fraud  the  policy  spawned.   At  least  the 
legislators  of  those  days  had  the  advantage  of  claiming  they 
didn't  know  it  could  happen. 

Today's  leaders  do  not  have  that  luxury,  that  excuse.   It 
can  happen.   It  did  happen.   And  future  banking  policy  that 
involves  insurance  funds  and  tax  funds  has  to  be  based  on  these 
hard  facts. 

Some  like  to  pretend  that  the  only  disaster  was  the  savings 
and  loan  disaster.   But,  banks  disappeared  also  —  at  a  rate 
greater  than  any  time  since  the  depression. 

In  fact,  at  this  moment,  the  banking  industry,  through  the 
insurance  funds,  has  a  $30  billion  draw  on  the  U.S.  Treasury  plus 
another  $40  billion  in  so-called  working  capital.   This  means 
that  the  taxpayers  have  their  funds  on  the  line  right  now  —  not 
just  the  funds  amassed  through  insurance  premiums.   Tax  money. 

That  money  was  voted  in  1991  as  part  of  a  package  that 
included  new  regulatory  provisions  —  like  early  intervention, 
upgraded  accounting  procedures,  honest  auditing  and  controls  on 
insider  dealing  —  all  of  which  the  banks  now  complain  about  as 
regulatory  burdens.   The  big  line  of  credit  at  Treasury  was 
granted  as  part  of  the  package  —  more  money  in  return  for  better 
regulation  and  better  control  of  risks.   Now,  the  banks  want  to 
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change  the  deal  —  eliminate  the  regulation  and  let  them  run  with 
the  money.   The  regulations  were  part  of  the  Congresses'  loan 
deal  for  the  taxpayers.   It  shouldn't  be  changed  unilaterally. 

It  should  come  as  little  surprise  then  that  CFA  has  grave 
concern  about  legislative  efforts  to  rollback  safety  and 
soundness  reforms  as  proposed  by  some  witnesses  last  week.  While 
we  share  these  legislators  concern  over  credit  availability  we 
disagree  with  their  diagnosis  that  effective  regulation  is  an 
impediment  to  a  strong  and  vital  banking  system.  CFA  is  in  accord 
with  the  Clinton  Administration's  assessment:  existing  statutory 
requirements  for  safe  and  sound  banking  practices  do  not  impede 
prudent  lending  opportunities.  The  Administration  is  proposing  no 
statutory  changes.  We  agree. 

In  our  judgement,  H.R.  59,  the  Depository  Institution  Burden 
Relief  Act,  introduced  by  Congressman  Bereuter,  is  much  more 
banker  friendly  than  borrower  friendly.  We  believe  that  it  is 
important  that  the  Congress  not  fall  into  the  trap  of  thinking 
that  what  is  good  for  banks  is  necessarily  good  for  borrowers. 

For  example.  Section  106  of  the  proposed  bill  would  strike 
from  the  statute  books  the  only  pro-small  business  measure 
included  in  banking  legislation  in  recent  years. 

In  1991,  CFA  along  with  other  consumer  and  small  business 
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organizations,  pushed  an  amendment  in  the  omnibus  banking  bill  to 
ensure  that  small  business  lending  by  banks  could  be  tracked  on 
the  bank's  reports  of  condition  —  call  reports.  The  amendment 
was  designed  to  break  down  the  reporting  from  broad  "commercial 
and  industrial"  loan  categories  into  separate  data  for  small 
business  loans. 

The  banks  hit  us  with  a  firestorm  of  opposition  and 
eventually  forced  a  watering  down  of  the  small  business  loans  in 
the  FDICIA  conference.  The  regulators,  following  the  banks  lead, 
further  weakened  the  regulations.  But,  we  do  have  a  provision  in 
law  that  will  give  important  new  information  to  help  promote 
small  business  lending.  No  thanks  to  the  banks,  though. 
Congressman  Bereuter  apparently  would  like  this  valuable 
information  to  be  denied  to  small  business  advocates. 

CFA  has  particular  concern  about  the  proposal  presented  by 
Congressman  Kennedy  last  week  to  slash  the  capital  leverage  ratio 
for  banks.  The  leverage  ratio  is  the  only  solid  and 
straightforward  tool  that  the  regulators  have  to  assess  the 
capital  adequacy  of  domestic  banks.  Regulators  and  bankers  alike 
will  admit  that  it  is  less  burdensome  than  the  newfangled  and 
untested  risk-based  system.  And,  in  contrast  to  Congressman 
Kennedy's  suggestion,  we  find  no  evidence  that  a  reduction  in  the 
leverage  ratio  will  result  in  an  increase  in  bank  lending. 
Rather,  in  the  current  interest  rate  climate,  we  believe  that 
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such  a  reduction  will  only  exacerbate  the  market  incentives  to 
invest  in  Government  securities  —  adding  more  interest  rate  risk 
to  the  industry's  books  and  the  deposit  insurance  funds. 

Mr.  Chairman,  there  is,  however,  one  legislative  effort  that 
CFA  believes  will  significantly  reduce  regulatory  burden  for  the 
banking  industry.  This  effort  is  squarely  within  the  purview  of 
this  Subcommittee.  Nothing  could  do  more  to  reduce  regulatory 
inefficiencies  and  improve  the  regulatory  climate  for  the  banking 
industry  than  the  consolidation  of  the  regulatory  agencies. 

Chairman  Gonzalez  of  the  Banking  Committee  has  introduced 
the  "Regulatory  Consolidation  Act  of  1993",  H.R.  1214  to 
accomplish  this  overdue  streamlining  of  the  Federal  regulatory 
apparatus.  This  legislation  seeks  to  end  the  duplicative 
requirements  and  poorly  coordinated  examination  procedures  of  the 
existing  four  agencies  through  the  creation  of  a  single 
independent  regulator  —  a  regulator  that  is  more  efficient, 
less  costly  and  more  responsive  to  industry  and  consumer 
concerns.  The  bill  deserves  the  attention  of  the  Congress  and  the 
industry  if  it  is  truly  serious  about  reducing  regulatory  burden. 

In  conclusion,  the  Consumer  Federation  of  America  believes 
that  bank  policies  are  at  the  heart  of  today's  problems  of  credit 
availability  —  not  over  regulation.  Today's  so-called  'credit 
crunch'  is  not  a  regulatory  driven  crunch.  Rather,  it  is  a 
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constriction  of  credit  common  to  a  weak  economy  and  a  historical 
inclination  of  the  banking  industry  to  look  past  the  small 
business  sector.  These  conditions  are  exacerbated  by  the  current 
interest  rate  and  monetary  policy  environment  that  has  left  many 
banks  happy  with  the  spreads  available  through  simple  investment 
in  Government  securities. 

In  addition,  we  must  remember  that  the  country  has  just  come 
through  the  worst  banking  crisis  since  the  Great  Depression. 
Hundreds  of  banks  have  failed  across  the  country  disrupting 
business  relationships  and  severing  whole  industries  from 
financial  partners.  The  simple  fact  is  that  bad  loans  crowd  out 
good  loans  and  legitimate  small  businessmen  and  women  today  find 
the  loan  window  closed  often  because  the  window  was  open  too  long 
for  so  many  questionable  projects.  Banks,  like  other  businesses, 
retreat  after  mistakes. 

Consumers  and  small  businesses  will  find  their  credit  needs 
best  met  by  policies  that  promote  a  sound  and  stable  banking 
system  and  one  that  operates  on  equal  terms  to  credit  worthy 
borrowers.  A  sound  banking  system  with  proper  regulatory 
safeguards  is  a  benefit  to  all  borrowers  -  regardless  of  size, 
race  or  gender.  Most  of  all,  it  is  beneficial  to  the  economy  and 
the  American  taxpayer. 

Thank  you  for  this  opportunity  to  testify. 
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Mr.  Spratt.  Thank  you. 

Your  testimony,  as  you  filed  it,  adds  some  welcome  balance  to 
the  testimony  we  have  been  receiving.  You  end  up  by  saying  to- 
day's credit  crunch  is  not  a  regulatory  driven  crunch.  That  cuts 
against  the  grain  of  what  we  have  been  hearing  for  2  years.  You're 
saying  it  is  the  constriction  of  credit  common  to  a  weak  economy 
and  a  historical  inclination  of  the  banking  industry  to  look  past  the 
small  business  sector. 

The  phenomenon  that  we  are  concerned  about  is  that  the  lack  of 
credit  extended  to  individual,  small  commercial  businesses  in  this 
recovery  period  seems  truncated,  seems  to  be  unusual,  phenomenal 
for  a  post-recession  period.  We  are  asking  why  is  it,  why  is  the 
credit  not  flowing  to  businesses  that  are  ready  to  borrow  in  this  re- 
covery period? 

Is  it  that  examiners  have  become  overzealous,  that  whereas  be- 
fore they  were  approving  almost  any  loan  that  appeared  to  be  cur- 
rent, now  they  are  looking  askance  at  every  loan  that  is  not  thickly 
documented?  What  is  the  source  of  the  proolem?  Do  you  deny  there 
is  a  credit  crunch  for  small  and  medium-sized  businesses,  at  the 
present  time,  that  is  unusual  for  this  period  in  the  business  cycle? 

Mr.  Lewis.  Not  being  an  economist,  I  will  give  you  our  view  on 
this.  We  don't  deny  there  is  a  lack  of  credit  for  small  businesses. 

Mr.  Spratt.  But  do  you  acknowledge  that  it  is  more  severe  than 
it  has  been  typically  in  this  stage? 

Mr.  Lewis.  In  certain  areas  of  the  country,  New  England,  and 
perhaps  also  in  California,  there  are  particular  problems.  I  think, 
as  Ms.  Groodman  pointed  out,  those  problems  are  also  in  geographic 
regions  in  which  economies  are  suffering  the  loss  of  a  very  high 
number  of  institutions  in  recent  years. 

When  institutions  fail,  all  that  institution's  clients,  whether  they 
be  day-to-day  consumers  or  small  and  medium-sized  businesses, 
have  to  go  out  and  establish  new  business  relationships  with  new 
financial  partners.  That  takes  time  and  patience. 

In  addition,  when  you  have  regions  like  New  England  that  have 
suffered  such  dramatic  failures,  the  industry  in  general  retreats. 
That  is  unfortunate  for  all  borrowers.  So  that  is  on  the  banking 
side  of  the  ledger. 

Yes,  I  would  admit  there  are  some  severe  problems,  and  they  are 
most  severe  in  these  regions  that  are  trying  to  deal  with  the  bur- 
den of  hundreds  of  bank  failures. 

Mr.  Spratt.  Ms.  Goodman,  does  your  organization  take  the  same 
position?  Do  you  recognize  there  is  a  crunch  now  that  is  unusual 
and  atypical  tor  this  time  in  the  recovery  period? 

Ms.  Goodman.  Yes,  I  think  that  is  true.  If  you  look  at  the  figure, 
I  think  more  money  is  tied  up  in  Treasury  and  Government-related 
securities  than  there  is  in  commercial  and  industrial  loans.  Some 
people  have  pointed  out  that  this  is  the  result  of  the  risk  weighting 
in  the  Basle  standards. 

One  important  part  of  FDICIA  is  the  control  part  to  account  for 
interest  rate  risk.  I  think  when  that  regulation  is  implemented 
that  will  provide  a  check  against  this  desire  on  the  bankers'  part 
to  stockpile  these  Treasurys,  because  as  we  know,  they  do  cany 
risk.  So  I  think  that  will  help  push  commercial  and  industrial  lend- 
ing along.  That,  I  think,  is  one  of  the  problems. 
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As  my  testimony  points  out,  too,  the  past  10  years,  there  have 
been  a  record  numbers  of  failures.  I  think  there  is  nothing  more 
significant  than  that, 

I  know  if  Congressman  Zeliff  was  here,  I  was  up  in  New  Hamp- 
shire, too,  and  I  met  with  many  small  business  folks,  and  they  real- 
ly felt  the  impact  when  the  banking  systems  shrank  so  much.  That 
is  a  very  serious  problem. 

What  is  the  cause  behind  the  cause?  You  know  we  have  the  regu- 
lations and  then  why  do  we  need  the  regulations? 

Mr.  Spratt.  Mr.  Cox. 

Mr.  Cox.  Mr.  Chairman,  I  understand  we  have  5  minutes  left  to 
vote. 

I  wonder  if  you  want  to  vote  and  come  back? 

Mr.  Spratt.  Sure. 

Let  me  ask  you,  would  you  rather  take  your  questions  now  quick- 
ly, or  do  you  care  to  wait? 

Mr.  Lewis.  I  am  available. 

Mr.  Spratt.  We  will  come  back. 

[Recess  taken.] 

Mr.  Spratt.  Mr.  Cox. 

Mr.  Cox.  Thank  you  very  much.  And  thank  you  to  both  of  our 
witnesses  for  patiently  waiting  while  we  voted  whether  or  not  to 
adjourn. 

I  wonder  if  I  could  start  with  Mr.  Lewis,  because  I  was  not  en- 
tirely clear  on  your  criticisms  of  the  pending  bill  concerning  our  le- 
verage capital  ratio.  I  did  hear  you  say  that,  in  your  view,  it  would 
encourage  banks  to  invest  more  in  Government  securities,  which 
we  all  ag^ee  won't  do  nearly  enough  for  job  creation.  But  I  wonder 
if  you  would  elaborate. 

Mr.  Lewis.  Yes.  There  are  certain  areas  where,  if  you  slash  the 
leverage  ratio  significantly  or  cut  it  back,  then  the  incentives  in  the 
risk-based  system  become  important.  And  the  incentive  in  the  risk- 
based  system  right  now  is  to  hit  the  key  on  the  computer  screen 
to  purchase  Government  securities  and  not  to  invest  in  marketing 
staff  and  other  staff  to  go  out  and  seek  loans  from  the  business 
community  or  consumers.  So  that  is  the  basic  origin  of  that. 

Now,  if  the  climate  were  to  change,  the  result  of  cutting  back  on 
leverage  ratio  might  change  as  well.  As  my  colleague  pointed  out, 
once  the  interest  rate  component  on  the  risk-based  system  is  put 
into  place,  that  may  move  the  incentive  structure  back  so  that  an 
investment  in  a  commercial  loan  may  have  the  same  comfort  as  an 
investment  in  a  security.  But  I  think,  in  the  absence  of  that  inter- 
est rate  risk  component,  the  problems  with  the  incentives  in  the 
current  risk-based  system  will  be  more  evident  by  cutting  back  the 
leverage  ratio. 

Mr.  Cox.  I  thank  you  for  that — for  your  explanation. 

And  I  wonder,  Ms.  Goodman,  if  I  can  follow  up  on  your  testimony 
on  page  9,  concerning  President  Clinton's  proposals.  You  have  stat- 
ed that  you  support  the  plan  to  allow  well-capitalized  and  well- 
mginaged  banks  and  thrifts  to  set  aside  a  percentage  of  loans  to 
small  Dusiness  with  minimal  documentation. 

I  wonder  if  you  could  tell  me  which  documentation  you  would  be 
prepared  to  eliminate. 
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Ms.  GiooDMAN.  Actually,  I  can't  at  this  time.  I  haven't  taken  out 
the  small  business  loans.  Could  I  review  that  for  you  and  get  back 
to  you  on  that? 

Mr.  Cox.  OK,  that  would  be  very  helpful. 

[The  information  follows:] 
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May   15,    1993 


RECEIVED 

COMMERCE,  CONSUMER  AND 
ONETARy  AFFAIRS  $UBCOUMrrT--E 

The  Honorable  Christopher  Cox 

United  States  House  of  Representatives 

Washington,  D.C.  20515 

Dear  Representative  Cox: 

This  letter  is  in  response  to  your  question  to  Public 
Citizen  concerning  the  Administration's  plan  to  ease  the  credit 
crunch  by  allowing  banks  to  set  aside  a  "basket"  of  small 
business  loans  which  would  require  less  documentation.   You  asked 
Public  Citizen  to  describe  exactly  what  sort  of  documentation 
Public  Citizen  would  be  prepared  to  eliminate. 

Public  Citizen  supports  the  Administration's  policy  because 
it  does  not  directly  prescribe  or  eliminate  documentation  in  the 
making  of  a  "low  documentation"  loan.   The  Administration's 
policy  gives  more  discretion  to  bankers'  who  believe  that  an 
individual  or  small  business  is  credit-worthy  and  allows  the 
banker  to  decide  what  documentation  should  be  used  for  those 
loans  in  its  low  documentation/small  business  set  aside. 

The  impact  of  the  proposal  should  be  to  lower  the 
transaction  costs  for  making  small  business  loans.   These  costs 
have  been  deemed  prohibitive  when  contrasted  against  the 
relatively  small  yield  of  such  loans  as  compared  to  large  loans 
to  large  businesses. 

Specifically  the  policy  allows  well  or  adequately 
capitalized  institutions,  as  defined  by  thB  capital  requirements 
described  in  FDICIA,  and  with  CAMEL  or  MACRO  ratings  of  1  or  2, 
to  "identify  a  portion  of  their  portfolio  of  small  and  medium 
sized  businesses  and  farm  loans  that  will  be  evaluated  solely  on 
performance  and  exempt  from  examiner  criticism. "   The  policy 
states  that  "each  loan  may  not  exceed  the  lesser  of  $900,000  or 
three  percent  of  the  institution's  capital  and  the  aggregate 
value  of  the  loans  may  not  exceed  20%  of  total  capital." 

The  policy  states  that  eligible  banks  and  thrifts  will  be 
encouraged  to  make  these  loans  based  on  their  own  best  judgement 
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The  policy  states  that  the  bank  and  thrift  management  "will 
retain  responsibility  for  the  credit  quality  assessment  and  loan 
loss  allowance  for  these  loans,  but  that  the  lending  institution 
will  not  be  subject  to  criticism  for  the  documentation  of  these 
loans . " 

The  policy  recommends  that  the  lending  institution  follow 
include  the  following  basic  "guiding  principles"  when  making  the 
loan  including: 

*basic  assessment  of  risk 

♦purpose  of  loan  and  source  of  repayment 

♦assessment  of  the  borrower's  ability  to  repay  the 
indebtedness  in  a  timely  manner 

♦assurance  that  the  claim  against  the  borrower  is  legally 
enforceable 

♦appropriate  administration  and  monitoring  of  the  loan 

This  policy  empowers  officers  at  lending  institutions  to 
decide,  without  fear  of  having  their  decisions  second  guessed  by 
examiners,  whether,  for  example,  the  last  5  years  or  the  last  3 
years  tax  returns  are  needed,  or  whether  or  not  financial 
statements  must  be  certified  by  a  CPA  to  assert  a  borrowers 
financial  standing. 

Public  Citizen  supports  this  policy  because  it  may  help 
lower  transaction  costs  and  thus  encourage  bankers  to  make  more 
loans  to  small  businesses. 

Thank  you  for  allowing  Public  Citizen  the  time  to  respond  in 
writing. 


Sincerely 


yC^^^S^M^A.^ 


Susannah  Goodman 

Legislative  Advocate 

Public  Citizen's  Congress  Watch 
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Mr.  Cox.  Second,  you  have  stated  in  your  testimony  that  your 
continued  support  for  the  Clinton  plan  hinges  on  specifics  sucn  as 
the  definition  of  small  business. 

I  wonder  if  you  could  give  us  your  preferred  definition  of  small 
business. 

Ms.  Goodman.  Particular  asset  size.  I  would  have  to  also  get 
back  to  you  on  that  and  review  that. 

I  think  what  we  are  concerned  with  here  is  that  this  truly  is 
something  that  small  businesses  can  take  advantage  of,  and  it  is 
not  a  character  loan.  I  mean,  there  is  sort  of  a  feeling  that  the 
character  loans  will  allow  bankers  to  make  loans  to  big  real  estate 
developers  with  minimal  documentation.  And  this  woula  be  a  char- 
acter loan  because  they  would  know  them,  and  they  would  be  their 
friend. 

And  I  think  that  we  are  concerned  that  this  really  be  an  honest 
to  goodness  provision  to  allow  small  businesses  to  access  credit  and 
that  it  be  limited  in  some  way.  But  if  you  want  a  number  figure, 
I  will  get  back  to  vou  with  that. 

Mr.  Cox.  I  think  it  would  be  useful. 

[The  information  follows:] 
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May  15,  1993 


Representative  Christopher  Cox 

United  States  House  of  Representatives 

Washington,  D.C.   20515 

Dear  Representative  Cox: 


RECEIVED 
MAY  2  6  199} 

COMMERCE.  CONSUMER  AND 
'ONETAflY  AFFAIRS  WBCOMMIT^'-E 


Public  Citizen  supports  the  definition  of  small  business 
originally  described  in  Representative  Neal's  small  business 
disclosure  amendment  to  FDICIA.   By  this  act,  businesses  with 
$10,000,000  or  less  in  sales  per  year  would  be  described  as  a 
small  businesses. 

The  Presidents  policy  does  not  articulate  a  "definition"  of 
small  business  but  limits  the  loans  that  can  be  given  under  the 
program  to  $900,000. 


Sincerely, 


Susannah  Goodman 

Legislative  Advocate  on  Banking  Issues 

Public  Citizen's  Congress  Watch 
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Mr.  Cox.  The  problem  we  experienced  throughout  most  of  the 
Bush  administration — or  at  least  the  second  half  of  it,  when  the 
credit  crunch  was  particularly  a  problem,  and  now  in  the  Clinton 
administration — is  that  we  have  a  lot  of  great  rhetoric  about  "we 
are  going  to  fix  the  credit  crunch,"  and  no  action. 

And  part  of  the  reason  there  is  no  action  is  that  there  is  general 
agreement  only  at  a  high  level  of  abstraction,  and  not  at  the  spe- 
cific level.  There  are,  presumably — or  there  soon  will  be — real  peo- 
ple in  the  Clinton  administration  tasked  with  writing  proposed  reg- 
ulations; and  it  would  be  enormously  helpful  if  we  could  speed 
them  along  by  offering  specific  proposals  that  we  think  they  ought 
to  adhere  to,  rather  than  just  lying  in  wait  and  criticizing  whatever 
they  come  up  with,  when  eventually  they  do. 

Mr.  Lewis.  I  wonder  if  I  might  follow  up  on  that.  One  of  the  pro- 
visions in  the  FDICIA  1991  Omnibus  Banking  Act  that  CFA  and 
other  consumer  institutes  worked  on  was  a  provision  that  Con- 
gressman Neal,  Richard  Neal  of  Massachusetts,  sponsored,  which 
I  mention  in  my  written  statement,  that  would  have  provided  for 
baseline  reporting  on  the  extension  of  credit  by  the  banking  indus- 
try to  the  small  business  sector.  This  involved  the  specific  question 
of,  how  do  you  define,  in  that  context,  a  small  business. 

Their  eventual  conclusion  was  that  you  would  look  to  have  re- 
porting requirements  there  on  small  businesses  with  annual  sales 
of  less  than  a  million.  That  provision,  as  I  do  note  in  my  statement, 
did  not  sail  through  in  the  form  that  I  think  a  lot  of  the  supporters 
of  it  would  have  wished.  But  it  does  point  out  that  we  don't  have, 
currently,  a  baseline  data  base  on  the  extension  of  credit  through 
the  depository  institutions  to  the  small  business  sector  and  that 
that  really  is  very  critical,  I  think,  for  getting  at  much  of  what  you 
all  are  focusing  on  here:  Where  is  the  problem;  with  what  regions 
of  the  coimtry;  what  types  of  institutions.  And  it  would  better 
focus,  I  think,  all  of  our  efforts  in  trying  to  identify  exactly  what 
the  vehicles,  so  to  speak,  of  the  credit  crunch  actually  are. 

Mr.  Cox.  Finally,  I  wonder  if  I  could  ask  both  of  you  to  comment 
on  a  letter  that  I  have  just  provided  you  with,  that  was  sent  by  a 
bank  vice  president  in  California  to  a  bank  consumer,  as  it  were — 
to  a  small  business  person  in  Fbimtain  Valley,  CA. 

This  letter  makes  it  very  plain  that  the  bank  is  trying  to  duck 
having  to  make  a  loan.  All  manner  of  obstacles  are  raised  in  this 
letter,  such  as:  There  is  no  executive  summary;  there  is  no  table 
of  contents;  there  is  no  list  of  figures,  tables,  and  appendices;  there 
are  typographical  errors,  and  so  on  and  so  on. 

In  specific,  I  would  like  to  draw  your  attention  to  paragraphs  8, 
9,  and  10  concerning  aerial  photographs  of  the  property,  investiga- 
tion into  wells  within  a  1-mile  radius,  and  the  types  of  crops  that 
might  have  been  grown  on  the  site.  This  is  in  an  urban  area.  We 
are  looking  at  a  retail  business,  trying  to  get  a  loan  secured  by  real 
property. 

You  have  promised  to  get  back  to  us  on  what  requirements  of 
this  type  you  might  be  willing  to  see  done  away  with.  I  wonder 
whether  you  would  react  generally  now,  and  perhaps  more  specifi- 
cally later,  to  these  kinds  of  demands  that  were  placed  on  borrow- 
ers in  Fountain  Valley,  CA.  We  were  informed  by  the  bankers  who 
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testified  yesterdav  that  each  of  the  seemingly  silly  points  in  this 
letter  stem  directly  from  requirements  in  existing  regulations. 

And  having  had  a  chance  to  look  at  that,  I  wonder  if  I  could  ask 
Ms.  Goodman  and  Mr.  Lewis  to  react  to  this? 

Ms.  Goodman.  Yes.  I  would  be  able  to  give  you  a  better  response 
at  a  later  time. 

[The  information  follows:] 
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May  24,  1993 


The  Honorable  Christopher  Cox 

United  States  House  of  Representatives 

Washington,  D.C.   20515 

Dear  Representative  Cox: 

This  is  in  response  to  your  request  for  comments  regarding  a 
letter  addressing  'deficiencies'  in  a  Phase  I  Site  Assessment 
Report  from  a  City  National  Bank  Vice  President  to  Paul  Bender 
who  was  applying  for  a  small  business  loan  for  his  business.  The 
Hobby  Shack. 

The  Benders  applied  to  City  National  Bank  for  a  $1.3  million 
loan.   The  collateral  on  their  loan  was  their  inventory.   Their 
property  was  a  secondary  source  of  collateral. 

Specifically,  you  asked  Public  Citizen  to  comment  on  the 
fact  that  representatives  of  the  banking  industry  stated  in  a 
previous  panel  that  each  of  the  "seemingly  silly  points" 
criticizing  the  Phase  I  Site  Assessment  Report  in  the  letter  stem 
directly  from  requirements  in  existing  regulations. 

The  questions  and  points  in  the  letter  do  not  stem  directly 
from  existing  bank  regulations.   As  you  can  see  in  paragraph  one 
at  the  top  of  the  letter  the  different  comments  and  questions  in 
the  letter  stem  from  City  National  Bank's  own  guidelines  for 
making  preliminary  site  assessments.  (CNB  is  the  acronym  for  City 
National  Bank,  the  bank  with  whom  Mr.  and  Mrs.  Bender  do 
business.)  To  restate  the  letter,  the  Bank  Vice  President  writes: 

"Our  Environmental  Services  Department  has  reviewed  your 
Phase  I  Site  Assessment  Report  and  has  raised  several 
issues.   Host  of  them  relate  to  the  standard  CNB  gruldellnes 
for  conducting  preliminary  site  assessments." 

According  to  the  Environmental  Services  Division  at  CNB,  the 
CNB  guidelines  are  written  by  City  National  Bank's  own  management 
in  consultation  with  lawyers  and  environmental  consultants.   The 
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guidelines  reflect  this  cooperative  work.   They  reflect 
interpretations  of  theoretical  problems  that  could  arise  due  to 
the  possibility  of  foreclosure  and  the  absence  of  due  diligence 
to  check  for  contamination  and  a  reflection  and  hypotheticals 
arising  from  the  very  few  cases  in  the  past  where  lenders  have 
been  cited  as  potentially  responsible  parties  in  clean  up  efforts 
by  the  EPA  (according  to  the  Southern  Finance  Project  study  cited 
below,  no  lenders  have  been  cited  by  the  EPA  in  the  state  of 
California. ) 

The  guidelines  are  also  naturally  a  reflection  of 
interpretations  of  state  and  federal  regulation.   In  turn, 
officers  at  CNB,  interpret  the  guidelines  when  reviewing  Phase  I 
Site  Assessment  Reports. 

To  say  that  existing  federal  regulations  prescribe  the  CNB 
guidelines,  and  the  guidelines  prescribe  the  comments  in  the 
letter  as  the  panel  of  banking  industry  representatives  claim,  is 
simply  not  true,  by  CNB  management's  own  admission. 

In  fact,  given  the  good  credit  history  the  Bender's  had  with 
their  bank,  the  fact  that  their  inventory  was  the  primary  source 
of  their  collateral,  and  the  easing  of  lender  liability 
regulations  which  has  occurred  in  the  past  few  years,  it  would 
appear  that  the  bank's  review  of  the  Phase  I  Site  Assessment 
Report  was  perhaps  overly  cautious  and  perhaps  went  beyond  the 
intent  of  the  CNB  guidelines  or  at  least  the  intent  of  federal 
and  California  regulations  governing  lender  liability. 

Incidentally,  the  Benders  did  receive  their  loan,  albeit 
after  much  protestation. 


Sincerely,, 


Susannah  Goodman 

Legislative  Advocate 

Public  Citizen's  Congress  Watch 
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Ms.  Goodman.  But  generally  I  would  also  like  to  comment  that 
sometimes  we  build  up  this  argument  for  regulatory  burden  as  a 
smoke  screen  for  not  wanting  to  lend  to  small  busmesses.  And  I 
think  Congressman  Zeliff  pointed  that  out  last  week  in  his  hearing, 
is  that  this  looks  like  they  are  making  excuses.  Maybe  it  does  de- 
rive from  the  regulations,  but  it 

Mr.  Cox.  If  I  might  just  interject,  I  think  you  are  probably  right. 
And  I  think  I  relayed  my  own  sense  of  that  in  asking  the  question. 
The  bankers  told  us  that  one  of  the  reasons  they  would  try  and 
duck  credit  like  this  is  that,  despite  the  small  amount  of  the  loan 
and  the  smaller  upside  for  the  bank  in  making  the  loan,  there  are 
enormous  environmental  liabilities  attached,  potentially,  to  making 
loans  on  real  property.  The  environmental  questions  here  are  all 
directed  to  that. 

So  I  wonder  if  thev,  for  that  reason,  favored  legislation  that 
would  prevent  banks  n-om  getting  caught  up  in  any  environmental 
liabilities  properly  attributable  to  people  who  occupy  the  property, 
simply  because  tney  are  making  a  loan  on  a  piece  of  property  and 
they  might,  at  some  point  in  the  future,  come  into  the  chain  of  title 
because  of  foreclosure  and  default.  I  wonder  if  that  is  the  reason 
they  are  trying  to  avoid  making  such  loans. 

How  would  you  respond  to  that? 

Ms.  Goodman.  Well,  I  think  we  are  avoiding  making  a  loan  like 
this.  It  could  be  liability;  it  could  be  a  number  of  other  factors 
using  that  as  a  smoke  screen.  A  lot  of  borrowers  contacted  us,  and 
we  have  followed  this  issue  for  awhile.  And  we  really  saw  it  in 
Texas  with  all  the  bank  failures  there. 

It  just  seemed  like  when  banks  are  being  taken  over,  that  as  a 
result,  small  businesses — and  again,  it  is  the  same  kind  of  people 
who  have  never  missed  a  payment  who  are  really  being  redlined. 
At  the  time,  it  wasn't  such  a  big  issue;  and  we  were  concerned  be- 
cause there  wasn't  data  to  prove  this,  along  the  lines  of  the  HMDA 
data,  which  is  why  we  support  the  small  business  disclosure,  which 
I  believe  the  Bereuter  and  Shelby  bills  repeal,  which  was  passed 
as  part  of  FDICIA. 

It  is  a  problem.  And  why  banks  don't  lend  to  small  businesses, 
we  think,  is  a  result  of  many  factors;  and  a  lot  of  it  is  profit,  I 
think.  Awhile  ago  it  was  much  more  profitable  to  make  larger  loans 
with  higher  yields,  higher  fees,  than  those  that  are  smaller. 

Mr.  Cox.  Mr.  Lewis. 

Mr.  Lewis.  Congressman,  if  your  basic  request  here  is  to  get  our 
response  on  the  lending  liability  issue,  I  would  be  glad  to  respond 
in  writing  to  that. 

[The  information  follows:] 
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May   24,    1993 


The  Honorable  Representative  Cox 
United  States  House  of  Representatives 
Washington,  D.C.   20515 


Dear  Representative  Cox: 

This  letter  addresses  your  request  for  comments  regarding 
the  claims  by  the  banking  Industry  that  there  is  a  credit  crunch 
as  a  result  of  the  Comprehensive  Environmental  Response, 
Compensation,  and  Liability  Act  (CERCLA)  and  other  environmental 
laws. 

Congress  enacted  CERCLA  in  1980  in  response  to  pressing 
environmental  problems  which  have  grown  more  critical  in  every  ■ 
passing  year:  the  health,  environmental  and  financial  threats 
posed  by  hazardous  waste  sites. 

When  banking  Industry  representatives  make  claims  that 
lender  liability  laws  are  causing  the  credit  crunch,  they  do  not 
present  comprehensive  data  to  support  this  claim.    In  fact, 
lenders  are  a  tiny  fraction  of  the  persons  who  are  potentially 
liable  under  CERCLA.   A  1990  study  using  the  U.S.  EPA's  Site 
Enforcement  Tracking  System  conducted  by  the  Southern  Finance 
Project  showed  that: 

*of  the  17,095  potentially  responsible  parties  identified  by 
the  EPA,  only  40.  or  .23%  are  lending  institutions.   In  34 
states  there  were  no  lenders  who  were  potentially 
responsible  parties.   The  states  with  no  lenders  who  are 
potentially  responsible  parties  include  four  of  the  five 
states  with  highest  number  of  priority  Superfund  sites:  New 
Jersey,  California,  New  York  and  Michigan. 
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*Only  a  handful  of  lenders  have  ever  had  any  liability  under 
CERCLA.   Of  the  17,095  potentially  responsible  parties,  only 
7  lenders  have  ever  contributed  any  funds  to  Superfund 
cleanups.   Of  these  7  lender  potentially  responsible 
parties,  5  made  payments  of  less  than  $8000  each. 

We  have  enclosed  the  full  testimony  from  which  this  data  was 
drawn  for  the  record  which  explains  in  fuller  detail  the 
importance  of  the  CERCLA  and  the  environmental  laws. 

Furthermore,  In  1991,  the  Environmental  Protection  Agency 
released  a  rule  that  would  effectively  relieve  most  lenders  of 
liability  due  to  environmental  contamination  on  properties  they 
may  acquire  through  foreclosure.   Specifically,  the  lender  may 
preserve  CERCLA  exemption  status  by  advertising  the  foreclosed 
property  within  12  months  of  foreclosure  and  accepting  or  acting 
upon  bona  fide  offers  within  90  days  after  received.   Other 
provisions  in  the  rule  lower  the  probability  of  incidences  in 
which  lenders  will  become  liable. 

However,  as  we  noted  in  our  statements  before  the 
subcommittee,  it  is  the  belief  of  Public  Citizen  and  the  Consumer 
Federation  of  America  that  the  current  "credit  crunch"  is  due  to 
the  failure  of  hundreds  of  banks  over  the  past  ten  years,  not  to 
current  regulations  designed  to  protect  the  interests  of  the 
public. 


Uw^w^ 


Sincerely, 


jL^*^  (SM&JU^^^ 


Chris  Lewis  Susannah  B.  Goodman 

Director  of  Banking  and  Legislative  Advocate 

Housing  Policy  Public  Citizen's  Congress  Watch 

Consumer  Federation  of  America 


464 

Mr.  Lewis.  I  do  think  vou  were  quite  right  in  pointing  out  that 
this  appears  to  be  what  the  bank  is  asking  of  the  borrower  and  the 
relationship  between  that.  And  what  the  examiner  thinks  is  pru- 
dent needs  to  be  ferreted  out.  And  we  need  to  make  clear,  or  we 
need  to  understand,  is  which  requirement  is  coming  out  of  rule  and 
which  is  simply  a  practice  of  tne  institution.  Which  sort  of  gets 
back  to  some  of  the  points  I  made  in  my  statement:  Are  there  bank 
practices  out  there  that  are  an  impediment  to  the  extension  of 
credit? 

I  think  in  the  President's  announcement  2  weeks  ago,  one  of  the 
little  known,  little  addressed  aspects  of  it  may  begin  to  provide  a 
window  of  opportunity  for  this  tjrpe  of  borrower;  and  that  was  the 
suggestion  that  the  administration  will  be  looking  to  create  an  om- 
budsman within  the  agencies,  and  hopefully  at  the  regional  level, 
that  both  borrowers  and  institutions  could  go  to  to  have  these  ques- 
tions answered:  Is  this  a  requirement?  Am  I  getting  the  run  around 
here?  And  I  think  that  is  sort  of  a  mediating  function  of  the  agency 
that  would  be  very  helpful,  a  consumer  education -type  effort,  for 
borrowers,  of  course,  and  the  institutions,  to  sort  through  the  mass 
of  guidelines  that  are  sent  and  the  advisories  that  are  sent  out. 

Mr.  Cox.  I  would  like  to  yield  back  to  the  chairman.  But,  finally, 
let  me  ask  you  your  opinion  on  something  Ms.  Goodman  com- 
mented on. 

And  that  is,  the  reason  that  a  bank  or  thrift  would  not  want  to 
maintain  an  existing  loan  that  is  performing,  presuming  rationality 
on  the  part  of  the  lender  and  taking  cognizance  of  our  falling  inter- 
est rate  environment  and  the  substantial  spread  between  Govern- 
ment securities  and  the  rates  on  these  loans.  Why  would  rational 
economic  actors  want  to  cancel  a  loan  that  has  never  missed  a  pay- 
ment? 

Mr.  Lewis.  I  think  this  gets  us  back  to  some  of  the  incentives 
in  the  risk-based  system,  which  we  think  a  number  of  bankers 
have  some  difficulty  with.  A  line  of  credit  to  a  small  business  per- 
son that  has  a  100-percent  rating,  whether  or  not  that  business  has 
a  stable,  sure  market  and  is  as  sound  a  small  business  as  you  can 
find,  or  is  it  a  business  like  a  restaurant  that  just  opened  in  a  mar- 
ket that  they  are  really  not  sure  about.  There  is  no  distinction.  All 
commercial  and  industrial  loans  for  small  businesses  ^et  the  same 
risk  rating.  And  we  think  that  the  risk  rating  categories  are  crude 
calls,  crude  baskets,  far  too  crude.  They  don't  bear  enough  relation- 
ship to  the  performance  of  individual  types  of  loans.  And  I  think 
the  regulators  can  come  up  here  and  say,  we  don't  want  to  get  into 
the  business  of  credit  allocation;  but  what  thev  have  done  is  estab- 
lish a  credit  allocation  system.  The  rational  aecision  is,  under  the 
current  system,  to  invest  in  a  security,  and  not  to  invest  in  a  good 
business  loan  because  you  got  to  hold  two  to  three  times  the  cap- 
ital, reserve  capital. 

Ajid  I  think  we  would  welcome  an  exploration  into  what  are  the 
consequences  of  this  risk-based  system.  And  you  know,  as  well  as 
we  do,  that  this  is  a  risk-based  system  that  the  Confess  never  got 
a  pass  on.  This  is  a  result  of  an  international  bankmg  agreement, 
and  we  think  it  is  quite  unfortunate  that  we  have  the  policy  for 
small  business  credit,  but  certain  types  of  housing  credits  are  dis- 
advEintaged  by  this  risk -rating  system  too. 
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But  this  whole  system  was  put  into  place,  the  whole  new  set  of 
incentives,  without  a  very  open  debate.  And  that  is  what  we  must 
discuss. 

Mr.  Cox.  I  thank  you  both. 

Mr.  Spratt.  Thank  you  both  for  your  testimony  and  for  your  pa- 
tience and  forbearance.  We  appreciate  your  coming  here. 

Our  next  panel  is  composed  of  several  witnesses.  Ms.  Janet  Har- 
ris-Lange,  who  is  president  of  Branet  Investments,  Inc.,  on  behalf 
of  the  National  Federation  of  Independent  Businesses;  Mr.  Carl 
Beck,  who  is  the  president  of  Charles  Beck  Machine  Corp.,  on  be- 
half of  the  National  Small  Business  United;  Mr.  John  Satagaj, 
president  of  the  Small  Business  Legislative  Council;  Mr.  Albert 
Hopkins,  president  of  Anacostia  Economic  Development  Corp.;  and 
Mr.  Vernon  C.  Stansbury,  president  of  Scientific  and  Commercial 
Systems  Corp. 

Welcome  all  of  you.  And  I  believe  each  of  vou  has  brought  testi- 
mony and  has  prepared  it  and  filed  it  alreaay.  And  as  a  matter  of 
procedure,  we  will  simply  note  that  it  is  made  part  of  the  record 
so  that  you  can  summarize  it,  but  be  assured  it  will  all  be  included 
in  our  record. 

Shall  we  proceed  from  left  to  right  starting  with  you,  Mr.  Hop- 
kins? 

STATEMENT  OF  ALBERT  R.  HOPKINS,  JR.,  PRESIDENT,  ANA- 
COSTIA ECONOMIC  DEVELOPMENT  CORP.,  WASHINGTON.  DC 

Mr.  Hopkins.  Thank  you  very  much,  Mr.  Chairman  and  Con- 
gressman Cox.  My  name  is  Albert  Hc^kins.  I  am  the  president  of 
the  Anacostia  Economic  Development  Corp. 

Mr.  Chairman,  I  do  not  have  a  written  statement  today  mainly 
because  of  the  many  business  endeavors  I  am  currently  involved  in, 
I  did  not  get  a  chance  to  do  it.  But  let  me  address  the  committee 
with  respect  to  the  background  of  the  Anacostia  Economic  Develop- 
ment Corp. 

It  is  a  local  community  development  corporation  located  in  the 
District  of  Columbia.  It  is  approximately  24  years  old,  and  it  has 
been  involved  over  the  past  23  years  in  providing  technical  and 
loan  packaging  services  to  small  businesses  located  in  the  under- 
served  and  depressed  area  of  the  Anacostia  neighborhood. 

We  are  also  involved  in  housing  development,  weatherization 
services  for  low-income  families  and  multifamily  complexes.  We 
also  do  migor  commercial  real  estate  projects  through  a  subsidiary 
corporation.  One  such  project  is  the  Portals  project  on  Maine  Ave- 
nue, SW. 

And  we  have  invested  in  a  number  of  enterprises  in  the  inner 
city,  such  as  District  Cablevision,  Inc.,  and  recently  we  developed 
a  transportation  company  in  the  southeast  area,  which  is  called 
Southeast  Area  Transit. 

Let  me  also  say  that  prior  to  the  expanding  economy  that  took 
place  in  the  early  1980's  and  in  the  middle  1980's,  the  businesses — 
the  small  and  medium-sized  businesses  in  underserved  neighbor- 
hoods such  as  Anacostia  and  other  areas  in  the  District,  like  Mar- 
shall Heights  or  the  Shaw  neighborhoods — small  businesses  were 
not  able  to  access  credit  loans  from  the  banking  institutions.  And 
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it  was  well  known  that  small  businesses  in  depressed,  underserved 
areas  were  redlined. 

And  I  would  agree  there  is  a  serious  credit  crunch  today  with  re- 
spect to  small  and  medium-sized  businesses,  and  I  do  agn'ee  that 
some  of  the  proposed  steps  to  be  undertaken  by  the  four  Federal 
agencies  which  regulate  financial  institutions  will  be  helpful.  How- 
ever, I  don't  have  very  much  hope  that  it  will  be  helpful  for  small 
and  medium-sized  businesses  that  reside  or  have  their  business  lo- 
cations in  underserved,  depressed  neighborhoods. 

I  think  that  redlining  will  continue.  I  can  see  many  indicators 
that  would  suggest  such.  For  example,  there  are  a  lot  of  bank 
mergers  taking  place  today  where  your  maior  banks  are  grabbing 
the  smaller  banks  as  they  expand  and  build  upon  their  base  of  as- 
sets, et  cetera.  And  what  happens  normally  is  the  bank  that  cre- 
ates the  merger  or  the  acquisition  will  go  into  those  branches  that 
it  has  taken  over  and  put  new  people  in  them.  They  will  put  new 
loan  officers  and  new  managers  in  the  branches. 

Those  managers  have  very  little  understanding  of  what  that 
neighborhood  that  they  have  just  recently  moved  into  is  all  about. 
The  ability  to  make  character  loans — we  have  advocated  that  for 
years.  I  am  not  against  character  loans.  There  are  small  to  me- 
dium-sized merchants  who  have  existed  in  the  same  locations  for 
20,  30  years,  and  they  can  never  get  a  character  loan.  Normally, 
for  character  loans,  it  is  a  member  of  the  board  of  the  directors  of 
the  bank  whose  character  is  observed  and  receives  the  loans.  While 
character  loans  for  small  and  medium-sized  businesses  are  impor- 
tant, character  is  being  utilized  as  one  element  in  an  effort  to  jus- 
tify the  loan. 

With  respect  to  real  estate  appraisals,  real  estate  that  is  going 
to  be  collateral  for  a  business  loan  that  is  nonreal  estate  related, 
we  have  seen  where  obviously  the  small  borrower  does  not  have  the 
time  to  wait  for  an  appraisal  nor  does  he  have  the  $3,000  to  $5,000 
to  expend  on  an  appraisal  to  determine  whether  or  not  he  is  going 
to  be  able  to  get  a  loan. 

And  also  a  number  of  times,  banks  will  utilize  appraisers  that 
are  really  not  familiar  with  the  community  where  the  property  is 
situated  and  it  is  the  banks'  appraiser  they  want  to  utilize.  It  may 
be  someone  not  familiar  with  that  particular  neighborhood  where 
the  property  is  located  that  will  render  an  appraisal  that  reduces 
the  value  of  the  property.  And,  consequently,  if  the  loan  is  going 
to  be  offered  to  the  borrower,  it  is  going  to  be  a  reduced  loan.  And, 
as  we  all  know,  taking  less  than  what  you  need  is  most  of  the  time 
certainly  worse  than  taking  too  much. 

We  found  in  talking  to  a  number  of  banks  that  have  had  inde- 
pendent studies — ^banks  have  studied  their  own  portfolio  loans  to 
determine  why  they  were  in  somewhat  of  a  depressed  state  them- 
selves, and  they  have  gotten  consultants  that  come  back  and  say, 
don't  make  a  loan  imder  $100,000  because  you  aren't  earning  any 
money.  The  amount  of  money  to  cause  you  to  book  a  loan  might 
run  $300,  $400.  But  whether  it  is  a  $100,000  or  $500,000  loan,  if 
the  bank  figures  it  cannot  make  money  partly  because  of  its  over- 
head— not  certainly  because  of  the  creditworthiness  of  a  borrower — 
then  the  banks  will  shy  away  from  making  those  loans. 
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I  don't  see  anything  that  has  been  proposed  in  the  Federal  regu- 
lations that  will  suggest  that  banks  intend  to  do  better  in  the  fu- 
ture. We  have  looked  at  small  business  loans  where  people  do 
make  their  payments  on  a  timely  basis  and  haven't  missed  a  pay- 
ment* however,  if  the  loan  is  based  on  cash  flow,  based  on  revenues 
they  nave  projected  they  were  going  to  earn,  and  if  there  is  a  down- 
ward fluctuation  in  those  cash  flows  that  is  obviously  justified  or 
proven  by  the  submission  of  P&L  statements  on  a  quarterly  basis 
to  the  bank,  then  the  bank  very  well  may  go  back  and  appraise  the 
underlying  real  estate  that  is  securiW  for  that  loan.  And,  in  this 

E articular  case,  it  is  the  bank's  cost.  Triey  won't  pass  that  on  to  the 
orrower.  But  if  a  bank  official  feels  that  that  situation  might 
occur,  then  that  might  be  one  reason  why  they  won't  consider  small 
business  loans. 

It  is  interesting  to  note  that  certain  seasons  create  different  ven- 
tures of  different  types  of  loans  that  banks  will  look  at.  In  the  early 
1980's  and  mid-1980's  there  were  a  lot  of  major  real  estate  loans 
that  banks  were  making.  They  were  happy  to  make  the  large  loans. 
And  a  lot  of  those  were  on  speculative  projects  where  you  had  less 
than  20-percent,  25-percent  tenant  commitment  for  a  400,000 
square  foot  building,  yet,  because  of  "location,  location,  location," 
banks  and  insurance  companies  made  those  types  of  loans. 

Now,  because  the  interest  rates  and  mortgage  rates  are  low, 
banks  have  guidelines  that  they  have  to  adhere  to  as  investment 
in  certain  neighborhoods.  Mortgage  rates  are  low.  Banks  are  now 
looking  and  sa3dng,  well,  we  will  do  something  in  your  community; 
we  will  loan  you  money  to  construct  affordable  housing.  Of  course 
that  also  has  to  be  supported  by  adequate  appraisals  that  show 
what  the  value  of  land  is  that  you  are  going  to  build  on  and  wheth- 
er or  not  the  proposed  sale  prices  of  the  units  will  actually  sell  in 
that  particular  market.  But  the  banks,  at  least,  have  a  take-out  be- 
cause they  do  have  mortgage  money.  So  then  that  leaves  them 
happy  because  affordable  nousing  is  needed  in  underserved  com- 
munities. 

If  we  can  bring  back  the  middle  class  into  underserved  neighbor- 
hoods, then  we  can  begin  to  address  the  other  issues  that  exist 
such  as  crime,  education,  et  cetera.  However,  when  you  try  to  now 
go  to  banks  and  talk  about  commercial  loans  to  merchants  so  you 
can  have  shopping,  convenient  services  for  the  new  homeowners 
moving  into  those  depressed  and  undersei^ed  areas,  the  banks  will 
not  agree  to  consider  those  particular  types  of  loans.  But  it  is  noth- 
ing new.  It  is  what  has  existed  in  underserved  communities  for  as 
long  as  the  Anacostia  Economic  Development  Corp.  has  been  in  ex- 
istence. 

So  I  would  ask  that  where  this  committee  can  have  a  role  to 
play,  try  to  look  at  not  just  the  banking  regulations  but  the — it's 
probably  hard  to  look  at  this — but  to  look  at  the  underlying  factors 
that  banks  have  for  staying  away  from  underserved  neighborhoods, 
small  and  medium-sized  loans  or  businesses  that  is,  the  attitude  of 
bankers  toward  underserved  depressed  areas. 

We  eould  be  looking  at  revenues  up  to  $5  million  and  still  call 
a  business  a  small  business.  Yet  in  underserved  communities,  you 
won't  see  anything  reaching  those  numbers.  No  businesses  within 
those  communities  will  generate  those  types  of  revenues.  What  we 
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will  find  is  that  businesses  are  earning  $100,000  to  $250,000.  And 
there  are  needs  for  loans  of  $10,000  to  $15,000  to  $20,000.  That  is 
where  we  need  the  help  if  we  are  going  to  begin  to  look  at  the  prob- 
lems that  exist  in  America.  If  we  are,  that  is  where  we  need  to 
start. 

We  have  to  try  to  change  the  attitude  of  bankers  toward  small 
minority  businesses  in  underserved  areas.  And  I  do  applaud  the  ef- 
fort this  committee  is  making,  and  I  am  glad  to  see  there  is  some 
interest  on  the  part  of  regulatory  bodies  to  begin  to  look  at  the  pa- 
perwork required  to  apply  for  loans,  et  cetera. 

Thank  you. 

Mr.  Spratt.  Thank  you. 

Ms.  Janet  Harris-Lange  is  from  the  National  Federation  of  Inde- 
pendent Business. 

Welcome. 

STATEMENT  OF  JANET  HARRIS-LANGE,  PRESmENT,  BRANET 
INVESTMENTS,  INC.,  AND  AGENDA  DYNAMICS,  INC.,  ON  BE- 
HALF OF  THE  NATIONAL  FEDERATION  OF  INDEPENDENT 
BUSINESS 

Ms.  Harris-Lange.  Mr.  Chairman  and  distinguished  members  of 
the  subcommittee,  thank  you  for  the  opportunity  of  testifying  on 
behalf  of  the  600,000  members  plus  of  the  National  Federation  of 
Independent  Business.  We  commend  you  on  conducting  this  hear- 
ing and  for  taking  the  initiative  to  explore  the  credit  crimch  and 
regulatory  burden. 

I  just  want  to  give  you  a  brief  background  on  me.  I  am  president 
of  Branet  Investments,  Inc.,  which  is  a  commercial  land  develop- 
ment company,  and  Agenda  Dynamics  Inc.,  which  is  a  meeting  and 
event  management  company,  both  located  in  West  Palm  Beach,  FL. 

I  am  a  director  at  Enterprise  National  Bank  of  the  Palm  Beaches 
and  also  the  past  national  president  of  the  National  Association  of 
Women  Business  Owners.  But  more  importantly  for  here  and  for 
now,  I  am  a  member  of  the  National  Federation  of  Independent 
Business. 

Small  business  is  truly  the  economic  engine  of  our  great  country. 
And  yet,  the  amount  of  credit  available  for  small  business  has  been 
greatly  tightened  and  reduced  in  recent  years  resulting  in  fewer 
new  startup  businesses  and  decreased  rates  of  growth  for  existing 
businesses,  even  forcing  them  out  of  existence  or  into  bankruptcy. 

Banks  are  often  questioned,  criticized,  and  even  penalized  by  reg- 
ulators for  making  loans  they  consider  risky.  Making  the  need  for 
credit  even  more  acute  is  the  continued  downsizing  of  our  Nation's 
large  corporations.  If  our  Nation  is  to  experience  a  robust  recovery, 
the  small  business  sector  must  be  further  reinvigorated. 

A  recent  law  requires  better  disclosure  of  charges  for  various 
banks  services.  This  costs  banks  an  extra  $10.7  billion  a  year  in  pa- 
perwork. In  fact,  bank  employees  who  used  to  spend  5  to  10  per- 
cent of  their  time  on  regulatory  work  are  now  spending  20  percent 
of  their  time  completing  necessary  paperwork  whether  they  are  in 
the  loan  department  side  or  the  brancn  management  side.  And  this 
percentage  is  expected  to  increase  in  the  very  near  future. 

In  the  past  year,  banks  have  increased  their  investments  in  U.S. 
Government  securities  by  $100  billion  while  their  loans  to  busi- 
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nesses  have  fallen  by  $15  billion.  Government  regulators  penalize 
bankers  with  more  stringent  capital  requirements  if  they  lend  to 
private  businesses  and  with  a  risk  of  criminal  or  civil  prosecution 
if  the  loans  go  bad. 

Banks  are  even  more  reluctant  to  lend  to  small  businesses  such 
as  gasoline  filling  stations,  dry  cleaners,  printers,  even  farmers, 
where  hazardous  chemicals  are  in  use,  because  of  the  fear  that  a 
bank's  environmental  liability  could  far  exceed  the  amount  of  the 
outstanding  loan,  which  supports  our  call  for  lender  liability  legis- 
lation. 

Character  lending  requires  a  blend  of  risk  assessment  and  char- 
acter judgement  by  bankers.  But  this  type  of  lending  is  being  regu- 
lated out  of  existence.  Federal  Reserve  Board  Chairman  Greenspan 
recently  stated  that  the  "most  recent  thrust  of  legislation,  and  the 
associated  supervision,  has  eliminated  the  so-called  character  loans 
that  so  dominated  lending  practices  of  a  large  number  of  banks  to 
individuals  and  small  business." 

In  a  recent  survey  of  the  National  Association  of  Women  Busi- 
ness Owners,  39  percent  stated  that  availability  of  capital  was  the 
major  barrier  to  growth. 

In  addition,  the  United  States  has  moved  fi*om  an  industrial  age 
to  the  information  age,  thus  most  business  startups  are  in  the  serv- 
ice sector.  Regulators  and  bankers  alike  are  reluctant  to  make 
loans  to  companies  not  having  an  inventory,  not  having  machinery 
or  other  tangible  assets.  As  new  loan  officers  take  over  and  new 
regulations  are  enacted  and  enforced,  previous  loans  with  no  his- 
tory of  nonpayment  or  business  problems  are  being  called  because 
of  citations  from  the  examiners  labeling  them  now  as  higher  risk, 
as  in  the  case  of  an  Oxford,  MI,  gentleman  in  business  over  20 
years.  Lines  of  credit  have  been  withdrawn  because  of  new  regu- 
latory action  leaving  owners  scurrying  for  capital  to  keep  them- 
selves afloat  in  these  difficult  economic  times.  As  in  the  case  of  an 
asphalt  business  owner  in  Ada,  MI,  an  equipment  leasing  business 
in  Detroit.  Can  you  place  yourself  in  their  position? 

But  truly,  red  tape  or  paperwork  is  the  single  biggest  obstacle  in 
securing  small  business  financing  at  this  time.  Business  owners  are 
often  totally  discouraged  and  disgusted  with  the  amount  of  paper- 
work required  for  lines  of  credit,  small  business  loans,  home  equity 
loans,  et  cetera.  And  the  costs  involved  in  closing  a  loan  due  to  reg- 
ulations that  must  be  enforced  are  staggering. 

Commercial  appraisals  have  risen  from  approximately  $1,000  to 
$2,500.  Documentary  preparation  fees  have  risen  from  $0  to  $250. 
A  recent  small  business  loan  in  our  area  for  $300,000  that  was  se- 
cured by  real  estate  had  closing  costs  of  a  whopping  $8,600  or  2.9 
percent  of  the  loan  value,  all  attributable  to  new  regulatory  guide- 
lines. It  seems  that  small  business  loans  secured  by  real  estate 
have  been  more  affected  than  those  with  high  corporate  assets. 

Small  business  owners  typically  borrow  money  from  community 
banks.  And  yet  community  banks  are  selling  out  to  mega  banks  be- 
cause of  the  stringent  regulatory  burdens  that  have  recently  come 
into  existence  cutting  into  their  profit  margins  and  upsettine  stock- 
holders. Therefore,  the  entrepreneur  is  forced  to  deal  with  mega 
banks;  and  he  loses  his  identity  and  his  personal  contacts. 
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It  is  in  recessionary  times  when  more  small  businesses  are  cre- 
ated. People  are  laid  off  and  often  find  a  niche  not  currently  being 
served.  Why  tie  the  hands  of  these  micro  businesses  and  prevent 
them  from  opening  their  doors?  They  become  the  successful  busi- 
nesses of  tomorrow.  The  large  corporations  in  our  Nation  are 
downsizing,  but  small  business  is  growing  stronger  and  stronger 
each  day.  In  fact,  women  business  owners  alone  employ  more  peo- 
ple than  the  Fortime  500  companies  according  to  a  survey  con- 
ducted recently  by  the  National  Foundation  of  Women  Business 
Owners. 

We  have  the  opportunity  to  not  only  keep  the  entrepreneurial 
spirit  alive  but  to  enable  it  to  flourish.  Let's  work  together  to  re- 
duce regulatory  burden  from  our  banking  system  in  order  to  keep 
our  economic  engine,  small  business  community,  right  on  track. 

Thank  you  for  allowing  me  to  present  the  views  of  the  National 
Federation  of  Independent  Business.  And  I  welcome  any  questions. 

Mr.  Spratt.  Thank  very  much  for  appearing. 

Now,  Mr.  Satagaj. 

STATEMENT  OF  JOHN  S.  SATAGAJ,  PRESmENT,  SMALL 
BUSINESS  LEGISLATIVE  COUNCIL 

Mr.  Satagaj.  Thank  you,  Mr.  Chairman. 

Congratulations  on  your  election  to  chairmanship  of  this  sub- 
committee. I  look  forward  to  working  with  you.  I  actually  came  up 
here  todav  in  a  very  good  mood.  I  felt  this  was  going  to  be  a  very 
pleasant  hearing.  I  knew  I  was  going  to  be  able  to  come  up  and 
say  to  you,  Mr.  Chairman,  that  I  am  tnrilled  that  we  have  a  Demo- 
cratic President  that  took  the  initiative  on  the  credit  crunch,  that 
he  did  try  to  create  an  atmosphere  of  good  news  and  I  can  say  to 
Mr.  Cox  that  then-President  Bush,  during  his  last  year  or  two,  was 
also  spending  a  lot  of  time  on  this  subject. 

I  heard  Undersecretary  Robson,  during  the  Bush  administration, 
talk  many  times  about  changing  attitudes;  and  it  was  very  positive. 
And  I  said,  boy,  this  is  a  time  to  talk  about  the  fact  that  we  are 
doing  things,  making  changes  toward  reducing  the  credit  crunch. 

Unfortunately,  I  sat  here  all  afternoon,  and  my  blood  began  to 
boil  a  little  bit.  I  heard  about  my  good  friends,  the  bankers,  and 
how  they  profess  they  know  all  about  small  business.  And  then  I 
listened  to  mv  good  friends  on  the  consumer  side  say  they  know 
what  is  good  for  small  business. 

I  say,  for  the  rest  of  us  in  small  business,  hold  on  to  vour  wallets. 
It  is  Dad  news  time  for  us.  I  was  particularly  disturbed  today  to 
listen  to  consumer  groups  suggest  they  know  what  is  good  for  small 
business  and  then  in  the  next  breath  suggest  that  the  President's 
program  to  bring  back  character  loans  is  not  a  good  idea. 

I  would  suggest  to  you,  if  you  ask  Mr.  Hopkins  about  the  minor- 
ity businesses  in  Anacostia  or  you  ask  Janet  about  women-owned 
businesses,  if  it  isn't  going  to  be  a  character  loan,  what  is  it  going 
to  be  that  is  going  to  get  those  folks  a  loan?  It  is  not  going  to  be 
that  kind  of  advice. 

There  is  no  collateral;  therefore,  those  individuals — and  I  am 
sure  that  either  one  of  these  two  individuals  would  tell  you,  look, 
there  isn't  a  minority-owned  business  that  is  trying  to  make  it,  a 
woman-owned  business  who  wants  a  loan,  solely  because  they  are 
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black,  because  they  are  women.  They  want  to  do  it  on  their  char- 
acter, on  their  trustworthiness,  not  because  somebody  has  some 
idea  we  are  going  to  impose  mandatory  requirements.  1  would  say 
to  you  that  they  need  to  focus  on  what  small  business  really  thinks 
if  they  want  to  profess  to  talk  about  small  business. 

They  have  got  a  long  way  to  go,  and  I  would  tell  you  that  I  ap- 
preciate the  opportunity  to  testity  here  today.  You  have  my  written 
testimony  for  the  record. 

The  migor  point  for  us  today,  if  we  have  a  credit  crunch,  as  the 
chairman  alluded  to  earlier,  we  think  it  is  unique  this  time  around. 
It  is  a  little  different  set  of  circumstances.  The  banks  aren't  making 
the  loans. 

What  is  its  cause?  It  is  a  little  overregulation.  It  is  a  little  fear 
of  regulation  that  really  isn't  there.  It  is  attitudes:  Attitudes  at  the 
banks,  attitudes  of  the  examiners.  President  Clinton  has  done 
something  about  trying  to  change  the  attitudes  of  the  examiners, 
as  did  President  Bush  in  his  last  year  and  a  half.  They  were,  and 
are,  working  to  change  those  attitudes. 

Maybe  we  need  to  do  something  with  the  regulations.  There  is 
a  mix  in  there  somewhere  between  cutting  back  on  the  regulations, 
changing  attitudes,  that  is  going  to  swing  the  pendulum  back  so 
that  we  are,  in  fact,  making  the  character  loans  that  will  go  to 
women  in  America,  that  will  go  to  minority  businesses  in  America, 
and  will  go  to  the  small  businesses  in  America;  and  that  is  what 
we  need  to  be  focused  on. 

Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Thank  you  for  a  very  effective  and  forthright  presen- 
tation. Thank  you. 

[The  prepared  statement  of  Mr.  Satagaj  follows:] 
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On  behalf  of  the  Small  Business  Legislative  Council  (SBLC) ,  I  want  to 
thank  you  for  the  opportunity  to  testify  on  the  inpact  of  the  credit  crunch 
on  small  business. 

As  you  know,  the  SBLC  is  a  permanent,  independent  coalition  of  nearly 
one  hundred  trade  and  professional  associations  that  share  a  contnon 
commitment  to  the  future  of  small  business.  Our  members  represent  the 
interests  of  small  businesses  in  such  diverse  economic  sectors  as 
manufacturing,  retailing,  distribution,  professional  and  technical 
services,  construction,  transportation,  and  agriculture .  For  your 
information,  a  list  of  our  members  is  enclosed. 

We  have  had  a  keen  interest  in  this  subject .  More  than  a  year  ago, 
others  were  suggesting  the  credit  crunch  was  over.  More  than  a  year  ago,  we 
felt  the  crunch  remained  so  severe  that  we  cosponsored  with  Chairman  LaFalce 
of  the  Small  Business  Conndttee,  an  all-day  a  forum  on  the  subject.  As  I 
believe  Chairman  LaFalce  would  tell  you,  it  was  an  enlightening  and 
productive  day.  But,  alas,  the  credit  crunch  continued. 

As  recently  as  last  Friday,  when  we  canvassed  our  manbership,  the 
overwhelming  consensus  indicated  the  "credit  crunch"  still  exists. 

We  now  believe  the  shape  and  magnitude  has  changed.  A  year  ago,  most  of 
our  members  would  have  told  you  it  was  at  a  crisis  level .  Most  would  tell 
you,  as  they  reported  to  us  last  Friday,  that  the  crunch  now  measures 
moderate  to  serious  in  iirpact . 

Specifically,  we  see  two  remaining  problans. 

First,  most  existing  small  businesses  have  found  banks  remain  reluctant 
to  provide  working  capital .  The  lack  of  working  capital  has  the  potential  of 
nipping  any  recovery  in  the  bud. 

If  firms  have  survived  the  last  two  to  three  years,  they  still  have  a 
considerable  backlog  of  accounts  receivable.  If  they  can  sustain  themselves 
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just  a  while  longer,  while  these  legitimate  collectable  accounts  can  get 
caught  up,  they  will  have  emerged  from  this  recession  a  much  stronger, 
leaner,  and  productive  enterprise.  The  injection  of  working  capital  at  some 
level  will  have  a  ripple  effect  on  the  entire  customer-supplier  chain. 

In  addition,  now  that  these  entrepreneurs  can  see  the  light  at  the  end 
of  the  economic  tunnel,  they  are  eager  to  position  themselves  to  take 
advantage  of  the  situation  through  expansion.  For  many,  this  means  the 
purchasing  of  inventory.  Capital  for  such  expansion  is  a  high  priority  for 
these  firms. 

Unfortijnately,  what  our  members  tell  us,  is  the  banks  are  reluctant  to 
make  available  funds  for  working  capital .  In  the  view  of  our  membership,  the 
banking  community  is  behind  the  curve.  Do  remember  the  type  of  small 
business  we  are  talking  about  here  is  a  survivor  and  "thriver"  both  in  the 
short-term  and  the  long-term.  If  banks  are  not  willing  to  lend  to  them,  to 
whom  will  they  lend? 

In  our  dialogue  with  our  members,  one  phrase  appeared  repeatedly:  "bank 
attitudes. "  Probing  a  little  further,  we  discovered  the  bank  attitude  is 
perceived  to  be  one  of  "excuses . "  Excuses  not  to  lend  for  fear  of  the  federal 
regulator,  fear  of  risk  and  fear  of  failure.  Despite  indications  of  record 
profits  by  banks,  it  is  clear  Washington  has  been  successful  in  scaring 
risk-taking  out  of  the  banking  community. 

From  our  discussions,  it  has  been  difficult  to  determine  whether  the 
banks  are  overregulated  or  whether  they  just  believe  they  are. 

In  turning  down  an  applicant,  rare  would  be  the  banker  who  cites  chapter 
and  verse  of  a  regulatory  requirement  to  the  small  business  owner. 

Mind  you,  it  is  hard  to  criticize  regulators  for  cracking  the  whip.  The 
legacy  of  the  1980s  is  conservative  banking  and  bank  regulation  in  the 
1990s .  The  banking  environment  is  created  by  a  pendulum  that  is  difficult  to 
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stop.  Too  lenient  one  year,  too  stringent  the  next  year.  We  do  not  envy 
those,  such  as  you  in  Congress,  that  have  to  try  to  catch  the  pendulum  at  the 
perfect  equilibrium.  We  spend  too  much  time  either  ducking  the  effect  of  the 
pendulum  or  chasing  after  it . 

Therefore,  it  is  difficult  for  us  to  judge  whether  the  banks  are 
accurate  in  stating  they  are  overregulated,  but  what  we  can  tell  you  is  they 
are  certainly  still  acting  as  if  they  are.  We  cannot  say  banks  are  investing 
government  securities  because  of  Basle  risk -based  regulatory  capital 
standards  or  for  other  reasons,  but  we  do  know,  America  would  be  a  lot  better 
off  if  those  funds  went  back  into  small  businesses.  In  this  case,  perception 
has  become  reality. 

We  were  pleased  with  the  President's  recent  initiative  to  ease  the 
credit  crunch.  We  view  the  proposal  as  a  positive  step  on  two  levels.  The 
President's  efforts  match  up  well  with  the  solutions  offered  by  our 
membership  during  our  recent  survey . 

On  the  macro  level,  we  believe  it  sends  a  message  to  small  business: 
"Yes,  you  are  not  imagining  things,  there  is  a  still  a  problem  and  we  are 
working  on  it"  and  it  also  sends  a  message  to  the  banks:  "We,  the  regulators, 
are  calling  your  bluff .  We  will  work  to  ease  the  regulatory  burdens  and  will 
look  more  kindly  on  risk-taking,  let 's  see  your  small  business  lending 
activities  increase." 

On  the  micro  level,  two  particular  elements  of  the  President 's  proposal 
merit  special  attention. 

The  President 's  initiative  will  permit  strong  and  well-managed  banks 
and  thrifts  to  make  and  carry  a  basket  of  loans  with  minimal  documentation 
requirements,  consistent  with  applicable  law.  To  ensure  that  these  loans 
are  made  to  small-  and  medium-sized  businesses,  there  will  be  a  ceiling  on 
the  size  of  such  loans  and  limits  on  the  aggregate  of  such  loans  a  bank  may 
make. 
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"Hie  bank  regulatory  agencies  will  issue  guidance  to  make  it  clear  that 
banks  and  thrifts  are  encouraged  to  nake  locins  to  small-  and  medium-sized 
businesses,  particularly  loans  in  the  basket  discussed  above,  and  to  use 
their  judgment  in  broadly  assessing  the  credit  worthy  nature  of  the  borrower 
-  general  reputation  and  good  character,  as  well  as  financial  condition  may 
be  elements  in  making  these  judgments.  We  certainly  agree  that,  in  judging  a 
small  business,  relieince  on  a  broad  range  of  factors  when  making  a  credit 
determination  is  especially  inportant . 

Second,  we  concur  with  the  Administration  while  the  experience  of  the 
last  decade  has  underscored  the  importance  of  sound  underwriting  standards 
and  effective  supervision  for  conmercial  real  estate  loans,  in  certain 
instances  regulatory  burdens  may  be  adversely  affecting  loans  to  sound 
borrowers .  We  believe  this  is  particularly  true  in  the  case  of  loans  secured 
by  real  estate  that  are  prinarily  used  for  non-real  estate  business 
purposes.  Real  estate  collateral  is  often  pledged  for  loans  to  small-  and 
medium-sized  conpeinies  that  have  few  other  tangible  assets . 

To  address  this  problem,  the  Administration  has  proposed  these 
alternatives: 

"•  Accept  Additional  Collateral 

When  real  estate  is  offered  as  additional  collateral  for  a 
business  loan,  both  the  time  and  expense  involved  in 
obtaining  cui  appraisal  from  a  certified  or  licensed  real 
estate  appraisal  nay  discourage  a  bank  or  thrift  from  taking 
the  collateral,  nay  increase  the  cost  of  credit 
significantly,  or  even  nay  cause  the  loan  not  to  be  nade.  In 
seme  such  cases,  the  real  estate  appraisal  requirement  is 
counterproductive  from  a  safety  auid  soundness  perspective. 
Moreover,  the  constraint  on  credit  flows  to  sound 
businesses  may  be  substantial .  Accordingly,  the  agencies 
will  alter  their  real  estate  appraisal  rules  so  as  not  to 
require  an  appraisal  by  a  licensed  or  certified  appraiser 
for  such  loans. 

-•  Reexamine  Appraisal  Thresholds 

Appraisals  conducted  by  licensed  and  certified  real  estate 
appraisers,  even  on  real  estate  of  modest  value  can  be  quite 
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costly.  In  the  case  of  a  smaller  loan,  the  requirement  of  an 
appraisal  by  a  licensed  or  certified  real  estate  appraiser 
may  make  a  sound  loan  uneconomical .  Accordingly,  the 
agencies  will  reexamine  their  existing  rules  to  make 
certain  that  thresholds  below  which  formal  appraisals  are 
not  needed  are  reasonable . 

"  •  Limit  Periodic  Appraisals 

In  some  cases  real  estate  appraisals  have  been  required 
after  a  loan  has  been  made,  and  in  some  circumstances  where 
the  appraisal  did  not  add  to  the  safety  and  soundness  of  the 
loan.  Accordingly,  the  agencies  will  work  to  make  certain 
that  real  estate  appraisals  are  required  after  a  loan  is 
made  only  when  clearly  needed  for  safety  and  soundness 
purposes,  provided  of  course,  that  all  requirements  under 
law  have  been  met . " 

To  us  these  proposals  make  sense.  Of  course,  it  will  be  some  time  before 
these  initiatives  are  in  place  and  we  will  know  whether  they  do  the  trick, 
but  we  are  hopeful  the  President's  involvement  will  send  an  early  message  to 
regulators  and  bankers  alike.  As  we  noted,  the  "perception"  pendulum  is- 
difficult  to  reverse. 

I  do  want  to  state  clearly,  while  we  believe  the  pendulum  has  swung  too 
far  in  the  direction  of  encouraging  conservative  banking  and  lending 
practices,  we  are  not  suggesting  all  regulatory  burdens  should  be  lifted. 
Specifically,  we  have,  in  the  past,  supported  some  reporting  requirements 
simply  because  we  have  no  way  of  factually  determining  whether  banks  are 
doing  what  they  say  they  are  doing.  For  exairple,  if  banks  take  deposits  from 
a  community,  do  they  put  their  investment  back  into  the  community?  The  banks 
have  told  us  many  times  that  they  do.  But  without  some  type  of  reporting 
there  is  no  way  of  knowing  for  sure . 

We  do  think  we  need  to  sort  out  what  can  be  accorrplished  by  the  President 
and  bank  regulators  and  what  must  be  accoitplished  by  legislation.  At  this 
time,  we  are  not  supporting  any  regulatory  relief  legislative  measure,  but 
we  do  have  an  open  mind  and  an  open  ear . 
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I  would  be  remiss  in  ny  presentation  if  I  did  not  mention  our  on-going 
concerns  regarding  access  to  venture  capital .  It  remains  a  perennial 
problem  for  small  business.  We  view  the  tax  code  as  the  best  vehicle  for 
encouraging  investments  in  snail  business.  The  President  has  proposed  one 
tax-based  alternative  to  open  access  to  venture  capital  and  we  can  think  of 
others.  In  addition,  continuing  such  programs  as  the  SBA's  Small  Business 
Investment  Conpany  program  and  Minority  Enterprise  Small  Business 
Investment  Ccirpany  program  help  provide  needed  access  to  venture  capital . 
We  have,  and  continue  to  be  strong  supporters  of  these  programs .  If  there  is 
one  lesson  we  have  learned  about  financing  small  business  start-ups  and 
growth,  is  that  you  can  never  have  enough.  After  all,  small  business  is  both 
the  embodiment  of  the  American  dream,  the  right  to  economic  freedom,  and  the 
job  creator  and  innovator. 

Thank  you  for  allowing  us  this  opportunity  to  present  our  views  on  this 
inportant  subject. 

/S2593 
Attachment 
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Members  of  the  Small  Business  Legislative  Council 


Air  Conditioning  Contractor*  o(  Amarlca 

Alllanc*  for  Affordabl*  H«alth  Car* 

Aillanc*  of  Indapandant  Stor*  Ownw*  artd  Profassionais 

American  Animal  Hospital  Association 

American  Association  of  Nurserymen 

American  Bus  Association 

American  Consulting  Engineers  Council 

American  Council  of  independent  Laboratories 

American  Roorcovering  Association 

American  Machine  Tool  Distributors  Association 

American  Road  S  Transportation  Builders  Association 

American  Society  of  Travel  Agents,  inc. 

American  Sod  Producers  Association 

American  Subcontractors  Association 

American  Textile  Machinery  Association 

American  Trucidng  Associations,  Inc. 

American  Warehouse  Association 

American  Wholesale  Marketers  Association 

AMT-The  Association  for  Manufacturing  Technology 

Architectural  Precast  Association 

Associated  Builders  &  Contractors 

Associated  Equipment  Distributors 

Associated  Lxuidscap*  Contractors  of  Amarica 

Association  of  Small  Business  Development  Centers 

Automotive  Service  Association 

Bowling  Proprietors  Association  of  America 

Building  Service  Contractors  Association  Intemationai 

Business  Advertising  Council 

Christian  Bookseliers  Association 

Council  of  Fleet  Specialists 

Electronics  Representatives  Association 

Rorjsts'  Transworld  Delivery  Association 

Helicopter  Association  Intemationai 

Independent  Bakers  Assoclatkin 

Independent  kledical  Distributors  Association 

International  Association  of  Refrigerated  Warehouses 

International  Communications  Industries  Association 

International  Formalwear  Association 

International  Frar>chlsa  Association 

International  Television  Association 

Machinery  Dealers  National  Association 

Manufacturers  Agents  National  Association 

Manufacturers  Representatives  of  America,  inc. 

Mechanical  Contractors  Association  of  America,  Inc. 

Menswear  Retailers  of  America 

National  Association  for  the  Self-Employed 

Natior^ai  Association  of  Brick  Distributors 

National  Association  of  Catalog  Showroom  Merchandisers 


National  Association  of  Home  Builders 
National  Association  of  Investment  Companies 
National  Association  of  Plumbing-Heating-Cooling 

Contractors 
National  Association  of  Private  Enterpris* 
National  Association  of  Realtors® 
National  Association  of  Retail  Druggists 
National  Association  of  RV  Parks  and  Campgrounds 
National  Association  of  Small  Business  Investment 

Companies 
Nationai  Association  of  the  Remodeling  Industry 
National  Association  of  Truck  Stop  Operators 
Nationai  Chimney  Sweep  Guild 
Nationai  Coffee  Service  Association 
National  Electrical  Contractors  Association 
National  Electrical  Manufacturers  Representatives 

Association 
National  Fastener  Distributors  Association 
Nationai  Food  Brokers  Association 
National  Grocers  Association 
National  Independent  Rag  Dealers  Association 
National  Knitwear  &  Sportswear  Association 
National  Limousine  Association 

Nationai  Lumber  &  Building  Material  Dealers  Association 
Nationai  Moving  and  Storage  Association 
Nationai  Ornamental  &  Misceilaneous 

Metals  Association 
Natiorul  Paperl>ox  Association 
Nationai  Shoe  Retailers  Association 
Nationai  Society  of  Public  Accountaitts 
Natiortal  Tire  Dealers  &  Retreaders  Association 
National  Tooling  and  Machining  Association 
National  Tour  Association 
National  Venture  Capital  Association 
Opticians  Association  of  America 
Organization  for  tlie  Protection  and  Advancement  of 
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Mr.  Spratt.  Mr.  Beck. 

Mr.  Beck.  Thank  you.  I  would  like  to  submit  our  written  testi- 
mony and  not  read  it,  with  permission  to  make  a  few  comments. 

Mr.  Spratt.  That  will  be  fine,  and  you  are  appearing  on  behalf 
of  yourself  as  a  small  businessman  and  also  on  behalf  of  National 
Small  Business  United. 

Mr.  Beck.  That  is  correct,  sir. 

Mr.  Spratt.  We  have  your  testimony.  We  will  make  it  part  of  the 
record.  We're  happy  for  you  to  summarize  it. 

STATEMENT  OF  CARL  BECK,  PRESIDENT,  CHARLES  BECK  MA- 
CHINE CORP.,  KING  OF  PRUSSIA,  PA,  ON  BEHALF  OF  NA- 
TIONAL SMALL  BUSINESS  UNITED 

Mr.  Beck.  Let's  start  out  by  recognizing  that  we  are  all  pretty 
much  agreed — at  least  everybody  has  finally  come  to  the  realization 
in  the  last  10  years — that  small  business  is  the  economic  engine  of 
the  economy.  Small  business  has  known  this  for  a  long  time.  But 
I  think  the  administration.  Congress,  and  other  people  are  begin- 
ning to  recognize  this. 

We  also  know  that  banking  is  the  main  source  of  financial  re- 
sources for  small  business.  In  my  way  of  thinking,  my  own  experi- 
ence, I  think  this  is  probably  the  worse  credit  crunch  that  small 
business  has  experienced  since  the  days  of  the  Great  Depression. 
And  even  in  those  days,  as  I  recall — although  I  was,  obviously, 
much  younger — it  wasn't  a  credit  crunch  for  small  business  so 
much  as  just  the  economy  was  down. 

And  I  think,  therefore,  to  say  that  this  is  something  that  is  not 
serious  and  will  pass  is  the  wrong  way  to  look  at  it. 

Let  me  give  you  a  couple  of  examples,  very  short  ones,  of  what 
this  has  meant  to  a  typical  small  business.  Our  company  had  a 
supplier  in  Massachusetts,  long-term  supplier,  very  reputable.  The 
principal  decided  to  retire,  sold  his  business  to  one  of  his  employ- 
ees. His  employee  did  not  have  sufficient  capital  to  pay  for  it  all 
and  took  out  a  bank  loan  to  support  his  own  capital.  His  bank 
shortly  thereafter  was  merged  with  the  Bank  of  New  England. 
Over  a  period  of  18  months,  he  spent  more  than  half  his  time  try- 
ing to  meet  the  bank's  requirements  for  paperwork  and  substan- 
tiation of  a  loan  which  was  in  existence,  had  been  paid  regularly 
on  time,  matched  what  we  used  to  call — ^when  I  was  a  bank  direc- 
tor— the  three  C's  of  credit:  Character,  capacity  to  repay,  and  col- 
lateral. 

Yet  the  bank  said,  you  need  more  capital  in  the  business.  And 
he  went  out  and  got  an  additional  amount  of  capital,  approximately 
half  of  the  amount  of  the  loan  for  the  bank.  It  was  a  friend  who 
put  in  this  capital.  And  the  bank  then  said  they  wanted  other 
things. 

Finally,  when  the  Bank  of  New  England  went  bottom  up,  the 
loan  was  called  a  nonperforming  loan  only  because  it  was  a  small 
business  loan,  because  all  the  small  business  loans  of  that  branch 
of  the  Bank  of  New  England  were  classified  as  nonperforming 
loans,  which  was  certainly  a  long  way  from  the  truth. 

Mr.  Spratt.  Was  it  current? 

Mr.  Beck.  It  was  absolutely  current. 

Mr.  Spratt.  So  it  was  performing  in  that  sense. 
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Mr.  Beck,  It  certainly  was  a  performing  loan. 

Mr.  Spratt.  It  met  the  definitional  criteria  of  a  sound  loan? 

Mr.  Beck.  It  was  a  small  business  loan;  and,  therefore,  it  was 
classified  as  a  nonperforming  loan  by  the  bank  examiner.  Our  own 
company  bank,  which  was  a  good  sized  bank  in  Philadelphia, 
merged  with  a  very  large  bank  in  Philadelphia.  This  happened 
about  2  years  ago.  In  these  last  2  years,  we  have  had  five  account 
executives  for  our  relations  with  the  bank.  Now  we  have  to  educate 
a  new  one  all  the  time.  These  are  the  kinds  of  things,  this  and 
what  has  been  referred  to  as  the  paperwork.  Much  of  my  testimony 
is  a  repeat  of  what  others  have  said.  But  let's  recognize  there  are 
some  other  things. 

If  you  will  forgive  me,  I  would  also  like  to  blame  Congress.  They 
still  haven't  passed  the  reenactment  of  the  Paperwork  Reduction 
Act.  The  administration,  over  the  last  few  years — I  don't  know 
about  now — ^but  for  the  last  few  years,  OIRA  has  not  been  function- 
ing. It  is  a  great  help  to  small  business  to  keep  paperwork  under 
control.  And  OIRA  has  had  all  sorts  of  strings  on  it  that  meant  it 
couldn't  function  properly.  And  the  Paperwork  Reduction  Act  has 
not  been  reauthorized  so  that  their  hands  are  tied  in  that  direction. 
So,  you  know,  it  isn't  just  one  person  to  blame.  I  think  we  are  all 
to  blame,  so  to  speak. 

Another  thing  that  bothers  me,  when  I  was  on  the  Financial  Ac- 
counting Standards  Advisory  Council  as  chairman  of  the  Small 
Business  Committee,  I  raised  a  red  flag  when  FASB  was  talking 
about  then,  some  time  ago,  talking  about  beginning  to  mark  the 
market,  particularly  for  the  banks.  I  guess  I  was  a  voice  crying  in 
the  wilderness,  but  I  tried  to  explain  how  this  would  impinge  dras- 
tically on  the  small  business  community  if  you  tried  to  take — and 
you  look  at  the  three  C's  of  credit — or  today,  the  eight  C's  of  credit, 
which  the  bankers  seem  to  have,  and  look  at  these  and  say,  how 
do  you  evaluate  this  loan  in  terms  of  what  is  it  worth  today?  It  is 
impossible. 

As  Mr.  Greenspan  has  said,  banks  are  in  business  to  take  risks 
and  make  loans,  and  they  charge  small  business  higher  interest 
rates  to  compensate  for  it,  so  that  marking  to  market  on  small 
business  loans  is  the  wrong  way  to  go.  And  yet  it  is  the  regulatory 
people  that  have  pushed  this. 

So  we  are  at  the  point  where  our  reaction  to  the  S&L  crisis  was 
to  overkill,  and  small  business  got  the  brunt.  I  think  we  need  to 
encourage  the  regulators,  particularly,  and  the  bankers  that  they 
serve  to  temper  their  action  with  a  little  common  sense.  Certainly 
we  are  not  encouraging  bankers  to  make  loans  to  small  business 
when  the  capital  ratio  for  small  business  loans  is  8  percent  and  the 
capital  ratio  for  Government  bonds  is  1.6  percent.  That  doesn't  en- 
courage bankers  to  loan  to  small  business. 

Those  are  just  a  few  personal  observations.  I  hope  they  are  of 
small  value.  Thank  you  for  holding  these  hearings.  Thank  you  for 
giving  me  the  opportunity  to  testify,  sir. 

Mr.  Spratt.  Thank  you  very  much  for  your  testimony.  We  appre- 
ciate your  taking  the  time  to  come  down  here. 

[The  prepared  statement  of  Mr.  Beck  follows:] 
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Mr.  Chairman  and  Members  of  the  Panel: 

Good  morning.  My  name  is  Carl  Beck,  and  I  am  the  President  of  Charles  Beck 
Machine  Corporation  in  King  of  Prussia,  Pennsylvania.  I  have  long  been  a  small 
business  advocate  and  an  active  member  of  National  Small  Business  United,  where  I 
am  a  past  Chairman.  I  also  served  as  delegate  to  both  the  1980  and  1986  White  House 
Conferences  on  Small  Business.  The  importance  of  small  business  capital  formation 
and  financing  cannot  be  overstated.  But  since  it  is  routinely  ignored,  we  are  especially 
gratified  that  this  hearing  is  occurring  today. 

National  Small  Business  United  (NSBU)  is  the  oldest  trade  association 
exclusively  representing  small  businesses  in  this  country— for  over  50  years  now. 
NSBU  is  a  volunteer-driven  association  of  small  businesses  from  across  the  country, 
founded  from  a  1986  merger  of  the  National  Small  Business  Association  and  Small 
Business  United.  NSBU  serves  over  65,000  individual  companies  with  members  in 
each  of  the  50  states,  as  well  as  local,  state,  and  regional  associations.  Small  business 
access  to  capital    and  credit  has  long  been  of  NSBU's  highest  national  priorities. 

Small  Business  and  the  American  Economy 

Keeping  a  steady  flow  of  financing  for  small  business  start-up,  growth,  and 
expansion  is  a  fundamental  requirement  for  keeping  the  nation's  economy  healthy  and 
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moving  forward.  After  all,  there  are  over  20  million  small  businesses  in  the  U.S.,  and 
they  account  for  over  half  of  the  entire  American  gross  domestic  product.  Ninety-six 
percent  of  these  companies  have  fewer  than  100  employees,  and  84  percent  have  fewer 
than  20  employees.  Together,  these  companies  employ  over  57  million  people,  almost 
half  of  the  total  civilian,  non-farm  employment.  From  1976  to  1990,  small  businesses 
accounted  for  64.8  percent  of  all  new  jobs  in  the  American  economy. 

The  importance  of  keeping  the  small  business  sector  of  the  economy  well 
financed  should  be  obvious  to  anyone  looking  at  these  numbers.  Banks  have  always 
been  a  critical  source  of  capital  for  small  businesses.  While  most  small  business  start- 
ups rely  heavily  on  the  personal  resources  of  their  founders  and  their  family  and 
friends,  a  recent  NSBU  survey  showed  that  27%  of  small  start-ups  cite  bank  loans  as 
a  major  source  of  financing  (though  some  of  these  may  be  personal  loans).  And  once 
the  business  gets  going,  more  than  half  cite  banks  as  a  primary  source  of  long-term 
capital  (again,  according  to  the  NSBU  survey).  Clearly,  the  small  businessA>anker 
relationship  is  a  critical  link  in  our  country's  overall  economic  success.  But,  recently, 
something  has  gone  very  wrong  in  this  relationship. 

We  must  recognize  that  the  U.S.  community  of  small  businesses  is  unique  in 
the  worid~in  its  size,  its  make-up,  and  its  vitality.  With  respect  to  business  formations 
and  failures,  the  risks  taken,  and  the  productivity  and  innovation  exhibited  year-after- 
year,  no  other  country  has— or  has  had—the  small  business  engine  that  exists  in  the 
United  States.  Indeed,  even  if  the  industrialized  world  forms  the  triad  of  multi-million 
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dollar  economic  blocs,  the  U.S.  will  have  one  "ace"  that  neither  Europe  nor  Japan  has: 
a  dynamic  small  business  community  that  is  the  engine  of  job  growth.  However,  the 
size  and  diversity  of  the  small  business  community  challenge  public  policy-makers 
when  the  seek  to  address  this  community's  needs. 

The  Small  Business  Credit  Crunch  and  Bank  Consolidations 

The  capital  formation  problems  faced  by  small  businesses  today  are  formidable. 
The  confluence  of  several  factors  has  led  to  this  difficult  state.  However,  we  believe 
that  simply  reversing  these  forces  is  not  necessarily  what  is  needed  to  correct  the 
current  situation. 

Is  there  a  credit  crunch?  Of  course  there  is.  Much  business  lending  has  simply 
disappeared.  At  the  beginning  of  last  year,  U.S.  banks  held  about  $50  billion  less  in 
business  loans  than  was  the  case  one  year  earlier.  At  the  same  time,  banks  have 
shifted  some  $70  billion  in  assets  from  loans  to  other  investments,  such  as  government 
securities.  There  are  many  reasons  for  this  decline  in  bank  lending  to  small 
businesses,  but  the  backdrop  against  which  it  is  set  makes  this  displacement  of  credit 
especially  disturbing. 

Never  adequate,  the  banking  climate  for  small  businesses  has  seriously 
deteriorated  during  the  last  few  years.  First,  the  decline  of  the  community  bank  over 
the  last  few  years  has  left  a  void  that  has  not  yet  been  filled  by  the  larger  banks. 
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Community  banks  have  traditionally  been  a  major  supplier  of  capital  for  small 
businesses,  but  as  the  banking  market  has  changed,  many  of  these  banks  have 
disappeared  or  have  been  taken  over  by  much  larger  banks.  In  1980,  there  were 
12,600  U.S.  banks;  by  1990,  there  were  only  9,600.  These  larger  banks  have 
generally  been  much  less  willing  to  loan  to  the  small  businesses  in  a  community  than 
the  community  banks  have  been.  Add  to  this  situation  that  zealous  bank  regulators  (in 
the  wake  of  the  S  &  L  debacle)  have  forced  banks  to  become  even  more  risk  averse, 
and  you  have  the  prescription  for  a  major  decline  in  bank  lending  to  small  businesses— 
which  we  have,  in  fact,  seen.  For  a  fairly  thorough  look  at  these  problems,  I  would 
commend  to  you  the  records  of  the  Small  Business  Credit  Crunch  Forum,  convened 
by  the  House  Small  Business  Committee  on  March  2,  1992— a  most  productive  and 
long  overdue  session. 

In  conjunction  with  Arthur  Andersen's  Enterprise  Group  and  the  Gallup 
Organization,  NSBU  conducted  a  survey  of  the  small  business  community  during  the 
summer  of  1992  which  is  somewhat  illustrative  of  the  problem  (another  such  survey 
is  currently  in  the  works).  The  survey  showed  that  almost  half  of  small  businesses  had 
tried  to  get  a  loan  in  the  previous  year;  one  in  four  were  denied.  Of  the  business 
owners  who  did  obtain  loans,  45  percent  reported  either  a  decrease  in  their  banker's 
willingness  to  lend  or  unfavorable  changes  in  their  loan  terms.  One  in  four  were  asked 
to  provide  additional  personal  guarantees,  while  one  in  eight  were  required  to  file  more 
statements. 
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Of  the  businesses  unable  to  obtain  loans,  54  percent  said  it  prevented  them  from 
expanding  their  business,  and  25  percent  said  the  lack  of  credit  forced  lay-offs. 

One  of  the  more  striking  finds  of  this  survey  was  the  stark  difference  in  the 
bank/business  relationship,  according  to  the  size  of  the  business;  these  differences 
could  be  the  key  to  disagreements  about  the  existence  and  the  extent  of  the  credit 
crunch.  The  survey  sampled  businesses  with  20  or  fewer  employees  and  those  with 
21-100  employees  and  recorded  the  results  separately. 

In  the  year  prior  to  the  survey,  the  results  show  that  two  thirds  of  the  medium- 
sized  businesses  had  attempted  to  obtain  a  loan,  while  less  than  half  of  the  smaller 
businesses  had  done  so.  The  medium-sized  businesses  used  banks  for  their  long-term 
capital  needs  60  percent  more  often  than  smaller  businesses.  Even  more  remarkable, 
they  used  banks  to  meet  their  short-term  (cash  flow)  needs  at  more  than  twice  the  rate 
of  the  smaller  businesses.  Almost  one  in  four  of  the  smaller  businesses  cite  credit 
cards  (of  which  there  is  no  shortage)  as  a  primary  source  of  short-term  credit  for  their 
businesses. 

In  terms  of  numbers,  the  businesses  with  21-100  employees  are  a  relatively 
small  part  of  the  small  business  community.  But  in  terms  of  their  aggregate  numbers 
of  employees  and  economic  impact,  they  are  quite  significant.  If  it  is  true  that  these 
medium-sized  businesses  are  being  hardest  hit  by  the  credit  crunch,  it  may  not  appear 
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as  a  significant  change  in  a  survey  of  the  small  business  community  at  large.  Yet,  in 
terms  of  jobs  and  overall  economic  impact,  restrictions  on  these  firms'  ability  to 
borrow  could  be  a  major  blow. 

The  Role  of  the  Regulators 

The  banks  insist  that  there  is  no  credit  crunch,  that  there  is  plenty  of  money, 
but  no  one  seems  to  want  to  borrow  it.  However,  it  is  probably  more  true  that  banks 
would  really  rather  not  lend  it—especially  to  small  businesses.  Given  the  new  FDIC 
capital  requirements,  it  is  surprising  that  much  lending  happens  at  all.  It  is  likely  that 
overall  capital  ratios  will  soon  rise  from  3  percent  to  4  percent;  every  percentage  point 
rise  in  these  ratios  saps  about  $20  billion  from  bank  lending.  At  the  same  time,  the 
reserve  requirement  on  commercial  lending  is  set  at  8  percent,  while  the  requirement 
on  government  securities  is  not  more  than  1 .6  percent.  In  order  for  commercial  loans 
to  be  able  to  compete  for  bank  assets  on  this  uneven  field,  their  rates  of  return  would 
have  to  be  artificially  high. 

One  way  to  help  stem  the  flood  of  bank  assets  out  of  commercial  lending  would 
be  to  impose  a  reserve  requirement  on  banks  against  the  interest  rate  risk  they  face 
when  investing  in  government  securities.  Such  a  requirement  would  respond  to  a 
legitimate  risk  that  banks  face.  It  would  also  create  a  more  level  playing  field,  so  that 
banks  invest  their  assets  based  upon  economic  reward,  rather  than  on  the  relative  costs 
of  government  regulation.     We  had  heard  rumors  that  the  Clinton  Administration 
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considered  including  such  a  provision  in  its  recent  proposal  to  ease  the  credit  crunch, 
but  the  issue  remains  unaddressed. 

Even  so,  the  big  bankers  claim  that  small  businesses  are  not  demanding  loans. 
While  this  claim  has--on  paper-some  truth,  it  really  misses  the  point.  First,  we  think 
that  low  loan  demand  from  small  businesses  is  mostly  a  result  of  the  stagnant 
economy;  no  business  wants  to  go  into  debt  for  an  expansion  doomed  to  recessionary 
failure.  Moreover,  small  business  owners  realize  that  this  poor  banking  climate  exists 
and  understand  that  applying  for  a  loan  is  often  a  lost  cause.  But  the  small  businesses 
that  need  the  loans  to  make  it  through  these  hard  times  are  not  finding  their  banks  by 
their  sides  today  as  they  have  in  the  past.  So,  they  are  backing  down  to  survive  and 
cutting  expenses  like  payroll.  And  businesses  that  are  looking  to  expand  despite  the 
tough  times  are  more  frequently  than  ever  being  deemed  too  risky.  The  fact  is  that, 
while  the  big  banks  claim  they  have  plenty  of  money  to  lend,  they  are  only  willing  to 
loan  to  companies  that  are  so  solid  that  they  do  not  need  it. 

For  instance,  a  frequent  problem  faced  by  small  businesses  is  the  "calling"  of 
a  loan  by  a  bank-simply  because  a  loan  has  developed  low  equity  ratios-regardless 
of  whether  the  loan  is  being  repaid  on  time  or  whether  the  business  is  in  good  financial 
condition.  Speaking  about  this  problem  last  year.  Federal  Reserve  Board  Chairman 
Alan  Greenspan  said,  "There  is  an  increasing  tendency  to  look  at  deposit  institutions 
and  say  we  should  try  to  mark-to-market  the  loan  portfolios,  meaning  trying  to  regain 
the  values-in  real  estate,  for  example-that  the  loans  represent  if  we  sold  them  in  the 
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market  tomorrow."  Chairman  Greenspan  was  responding  to  the  actions  of  banks 
which  attempt  to  cut  their  potential  losses  before  they  develop,  by  calling  loans  where 
current  collateral  value  no  longer  matches  the  amount  of  the  loan.  Chairman 
Greenspan  pointed  out  that  these  activities  were  fundamentally  wrong  because 
"commercial  banking  is  the  practice  by  which  you  make  illiquid  loans."  Bankers 
should  be  calculating  the  value  of  a  loan  over  its  terms  rather  than  evaluating  the 
underlying  collateral's  market  value  on  a  daily  basis. 

But  the  "mark-to-market"  problem  is  not  one  which  banks  created  all  by 
themselves.  Rather,  aggressive  bank  examiners  have  too  often  evaluated  real  estate 
on  its  liquidation  value  instead  of  on  its  ability  to  generate  income.  Obviously,  the 
bank  examiners  have  forced  the  banks  to  follow  suit.  Fortunately,  the  Clinton 
Administration  has  proposed  that  examiners  should  evaluate  loans  based  upon  their 
income  generation  potential,  rather  than  immediate  liquidation  value.  Only  time  will 
tell  if  this  order  has  a  real-world  impact  on  the  behavior  of  the  regulators  and,  thereby, 
the  banks. 

A  change  which  we  believe  is  long  over-due  is  one  which  would  allow  small 
businesses  to  have  more  information  upon  which  to  judge  the  banks  in  their 
communities.  Right  now,  small  businesses  have  no  way  to  reliably  judge  which  banks 
are  supporting  small  businesses.  If  banks  were  required  to  report  on  the  small 
business  lending  practices— in  a  way  understandable  and  easily  accessible  to  the  general 
public— small  businesses  would  be  able  to  support  the  banks  which  support  them.    In 
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this  way,  we  can  use  market  forces  rather  than  regulatory  fiat  to  change  the  real 
behavior  of  banks.  Right  now,  many  large  banks  are  engaged  in  public  relations 
efforts  to  convince  us  that  they  want  to  loan  to  small  businesses.  These  efforts  might 
generate  some  loan  demand,  but  banking  practices  need  to  change  in  order  to  convince 
small  businesses  that  these  banks  are  really  serious  about  making  loans.  Nothing 
would  be  more  effective  at  showing  this  commitment  than  for  these  banks  to  let  us  all 
now  exactly  how  they  have  been  supporting  small  businesses  in  their  communities. 

Conclusion 

There  are  many  steps  which  could  be  taken  and  which  should  be  taken  to 
improve  the  access  of  small  businesses  to  adequate  levels  of  capital.  But  the  small 
business  community  is  a  very  diverse  sector,  with  many  different  needs.  We  must 
have  a  system  which  provides  many  avenues  for  small  business  access  to  capital  and 
financing.  Thank  you  for  holding  these  hearings  and  for  inviting  us  to  speak.  We 
hope  to  continue  to  work  with  you  on  these  issues  and  to  provide  whatever  input  you 
might  find  valuable.    Thank  you. 
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Mr.  Spratt.  Mr.  Cox. 

Mr.  Cox.  Yes,  I  would  like  to  ask  each  of  our  panelists  whether 
or  not  you  agree  that  Congress  ought  to  pass  lender  liability  re- 
form. I  suspect  that  there  is  agreement  on  this  panel,  but  I  would 
like  to  know  for  the  record. 

Mr.  Hopkins? 

Mr.  Hopkins.  Yes,  Congressman,  I  tend  to  agpree  with  that.  I 
haven't  thought  about  it  that  much.  But  listening  here  today  led 
me  to  believe  there  may  be  some  form  of  that  that  is  proper  that 
would  help  small  businesses. 

Mr.  Cox.  Ms.  Harris-Lange. 

Ms.  Harris-Lange.  Yes,  definitely.  I  feel  very  strongly,  and 
NFIB  feels  very  strongly,  that  it  impedes  small  businesses  that 
can't  get  loans  because  oanks  are  afraid  of  environmental  problems 
that  may  come  up  in  the  future.  And  I  think,  definitely,  that  needs 
to  be  enforced  so  they  are  free  to  make  those  loans  to  the  busi- 
nesses. 

Mr.  Cox.  Mr.  Satagaj. 

Mr.  Satagaj.  We  concur. 

Mr.  Cox.  Mr.  Beck. 

Mr.  Beck.  I  would  like  to  spread  that  just  a  little  bit.  It  isn't  just 
in  bank  loans.  This  is  becoming  a  real  problem  for  small  business, 
this  liability  of  previous  owners  of  properties  and  things  like  this. 
The  whole  thing  should  be  looked  at  not  just  from  the  viewpoint 
of  banks  and  security  for  a  loan,  but  the  whole  thing  should  be 
looked  at.  You  are  killing  small  businesses  because  of  this  environ- 
mental responsibility  and  so  on.  It  needs  a  broader  approach  than 
just  looking  at  it  from  the  banks. 

Mr.  Cox.  I  wonder,  to  expand  upon  this,  whether  I  might  start 
with  Mr.  Beck  and  go  back  the  other  way  and  ask  about  a  rec- 
ommendation that  we  received  yesterday  from  our  panel  of  bank- 
ers. They  are  upset  with  FDICIA,  the  last  banking  regulatory  law 
passed  by  Congress,  because  they  say  that  this  adds  markedly  to 
the  amount  of  regulation  that  everyone  is  now  tangled  up  with. 

Their  recommendation  was  that  the  law  be  repealed  in  its  en- 
tirety. I  wonder  how  you  feel  about  that. 

Mr.  Beck.  Are  you  speaking  of  FIRREA? 

Mr.  Cox.  No.  FDICIA,  which  came  afterward  and  was  passed,  I 
might  say,  with  the  understanding  when  it  was  considered  in  Con- 
gress, that  it  was  nothing  more  than  a  recapitalization  of  the  bank- 
ing insurance  fund.  Many  Members  of  Congress  were  surprised 
later  on  to  read  all  of  the  detail  in  that  law  which  was  not  ade- 
quately aired  before  passage. 

Mr.  Beck,  I  have  not  read  the  detail  in  the  law,  I  assure  you; 
but  in  concept,  it  goes  back  to  what  I  said  in  the  capital  ratios.  It 
is  distorting  the  whole  picture.  I  certainly  agree  that  it  is  wrong 
and  certainly  it  is  distorting  it  against  small  business  loans. 

Mr.  Cox.  I  might  ask  an  easier  one,  and  you  can  each  answer 
it  as  you  address  the  FDICIA  question,  and  that  is  whether  or  not 
you  found  anything  to  agree  with  in  the  presentation  of  the  last 
panel? 

Mr.  Beck.  I  am  not  that-yesterday's? 

Mr.  Cox.  The  consumer  groups  that  were  just  here. 

Mr.  Beck.  Beg  your  pardon. 
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Mr,  Cox.  There  were  two  consumer  groups  that  just  testified, 
and  I  wondered  whether  any  of  their  testimony  appealed  to  small 
business. 

Mr.  Beck.  As  Mr.  Satagaj  said,  John  said,  we  should  take  some 
of  these  things  with  a  grain  of  salt;  and  I  would  agree. 

Mr.  Satagaj.  You  see,  Carl  has  the  benefit  of  wisdom  and  age. 
He  said  it  much  more  delicately  than  I  would  have. 

Taking  your  first  question  first,  I  did  allude  to  this  in  my  com- 
ments, I  suspect  there  is  something  in  last  year's  bill  that  we  need 
to  relook.  But  there  are  some  things,  on  the  other  hand,  that  we 
are  not  prepared  to  say,  yes,  these  are  regulatory  burdens.  It  is  not 
as  simple  as  either  side  suggests  in  my  opinion.  There  is  clearly 
something  in  there. 

It  has  been  hard  for  even  us  in  the  small  business  community, 
notwithstanding  what  we  say  about  things,  to  document  what 
banks  really  do.  I  mean,  we  have  a  hard  time  ourselves.  That  is 
why  we  supported  the  amendment  last  year,  Mr.  Neal's  amend- 
ment, on  the  small  business  reporting.  It  is  something  we  have 
wanted  to  see  for  years  to  give  us  a  baseline.  So  we  did  support 
that.  So  it  is  somewhere  in  between. 

The  answer  is,  there  are  some  things  we  need  to  look  at  that 
Congress  has  done  and  created  in  the  regulatory  area.  Certainly, 
I  don't  think  there  is  much  more  a  President  can  do  administra- 
tively. I  think  we  have  pretty  much  exhausted  those  possibilities, 
that  if  any  changes  are  going  to  happen,  it  would  have  to  require 
legislation. 

But,  on  the  other  hand,  no,  I  don't  support  some  of  the  bills  that 
are  up  here  already  this  year,  to  be  perfectly  honest,  that  would 
just  basically  undo  it. 

Ms.  Harres-Lange.  In  the  previous  legislation,  I  don't  know  any 
detail  of  it,  so  I  wouldn't  attest  that  everything  should  be  thrown 
out  the  window.  There  may  be  some  good  points  to  keep,  and  there 
may  be  some  that  need  to  be  tossed  out.  So  I  wouldn't  want  to  com- 
ment any  more  than  that  without  reading  it  thoroughly. 

As  far  as  the  previous  panel,  I  think  it  is  wonderful  that  you  had 
them  and  you  listened  to  them.  I  think  the  only  thing  I  can  ag^ee 
with  is,  they  did  agree  there  was  a  credit  crimen  although  the  gen- 
tleman— it  was  very  difficult  to  get  that  out  of  him.  There  were 
times  I  had  to  contain  myself  from  jumping  out  of  my  seat. 

It  really  amounts  to  when  you  hear  all  sides  and  you  experience 
different  things,  you  have  a  different  outlook.  I  have  a  much  dif- 
ferent outlook  as  a  small  business  owner  being  a  bank  director  be- 
cause I  see  what  banks  have  to  go  through,  when  I  used  to  think 
it  was  just  the  banks  that  were  holding  things  up.  Now  I  see  the 
regulatory  side,  and  I  think  everyone  needs  to  open  their  mind  and 
perspective  to  that  from  all  sides. 

Mr.  Cox.  Mr.  Hopkins. 

Mr.  Hopkins.  With  respect  to  FDICIA,  I  haven't  read  it,  but  I 
can  relate  to  you  a  comment  made  by  a  banker  when  I  was  seeking 
a  loan  and  that  was  that  the  bank  adheres  to  the  letter  of  the  act. 
And  it  really  told  me  that  it  did  not  give  the  bankers  an  oppor- 
tunity to  make  a  reasonable,  prudent,  businessman  decision  about 
a  loan. 
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So  to  the  degree  that  it  restricts  the  ability  of  small  businesses 
to  acquire  loans  because  bankers  will  not  deviate  or  will  not  make 
that  prudent,  businessman  decision,  then  certainly,  whatever  those 
regulations  are,  they  should  be  changed. 

And  with  respect  to  the  previous  group  that  spoke  or  testified, 
I  am  just  glad  they  are  not  my  representatives.  And  I  know  that 
they  mean  well,  but  they  weren't  doing  very  much  in  terms  of  try- 
ing to  help  assist  small  businesses. 

Mr.  Cox.  Well,  I  appreciate  your  candor.  And  I  want  to  stay  for 
as  long  as  I  can  to  hear  your  response  to  the  chairman's  questions. 
I  apologize  because  in  one  of  the  patented  techniques  of  the  Con- 
gress, the  very  committee  of  which  we  are  a  subcommittee  is  simul- 
taneously having  a  ranking  Members'  meeting  which  is  starting  at 
4  o'clock,  right  now. 

Mr.  Satagaj.  You  are  going  to  get  all  the  bad  assignments  if  you 
don't  get  there  soon. 

Mr.  Cox.  That  is  right.  I  think  you  have  been  helpful,  and  I  ap- 
preciate the  time  and  effort  you  made  to  be  here. 

Mr.  Spratt.  If  you  have  to  leave,  I  understand.  I  am  going  to  put 
one  or  two  last  questions  to  them. 

Basically,  for  the  record,  to  clarify,  in  concluding,  all  of  you  agree 
that  there  is  a  credit  crunch,  that  it  does,  in  particular,  crunch  the 
small  to  medium-sized  business  with  a  disparate  impact  so  to 
speak. 

Mr.  Beck.  Absolutely. 

Mr.  Spratt,  No  question  about  that? 

Mr.  Satagaj.  No  question. 

Mr.  Spratt.  Second,  do  you  agree  that,  to  some  extent,  you  aren't 
quite  sure  because  you  aren't  experts  on  the  regulations  but  to 
some  extent  it  is  caused  by  the  regulatory  burden  that  banks  are 
required,  by  law,  to  bear  at  this  time? 

Mr.  Beck.  Unquestionably. 

Mr.  Satagaj.  To  some  extent. 

Ms,  Harris-Lange.  Without  a  doubt, 

Mr.  Spratt.  The  final  question  is  a  tough  one,  then.  Quickly,  and 
in  conclusion,  what  do  you  recommend  that  Congress  do?  Should 
we  change  the  law? 

You  have  already  touched  on  this.  Does  anyone  want  to  pinpoint 
provisions  that  you  think  would  have  an  impact  in  freeing  up  the 
flow  of  credit  to  small  and  medium-sized  businesses  especially? 

Mr.  Beck.  I  would  like  to  suggest  that  the  Congress,  as  an  over- 
sight function,  might  be  able  to  talk  to  the  banking  regulatory  peo- 
ple and  discuss  with  them  the  concerns  of  small  business  and  what 
they  might  be  able  to  do  to  alleviate  it.  Putting  attention  to  it  and 
bring  it  out  in  the  open,  I  think,  would,  as  a  start,  be  very  helpful. 
And  perhaps  we  can  encourage  the  banking  regulators  to  use,  as 
I  said,  a  little  bit  more  common  sense  and  less  knee-jerk  reaction. 

Mr.  Spratt.  Mr.  Satagaj. 

Mr.  Satagaj.  See,  that  is  the  advantage  of  saying,  to  some  ex- 
tent, because  I  can  cop  out  here.  As  I  say,  I  am  not  convinced  it 
is  as  much  regulatory  as  it  is  perception  of  the  regulatory  burden. 
I  don't  have  specifics.  My  instincts  tell  me  we  are  somewhere  in  the 
middle  on  this. 
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Mr.  Spratt.  Do  you  blame  this  partly  on  the  reaction  on  the  part 
of  the  banks  and  the  lending  institutions  in  the  last  10  or  12  years 
that  were  burned  badly — ^they  lost  money  and  so  they  are  more  risk 
averse  than  they  have  been  in  the  past? 

Mr.  Satagaj.  I  think  it  is  a  combination  of  a  lot  of  things,  includ- 
ing that  they  are  running  scared.  It  is  not  as  easy  to  say,  as  maybe 
the  bankers  would  suggest  that  it  is  because  of  regulation.  It  is  not 
easy  to  say.  Maybe  it  is  because  they  were  burnt,  or  we  taxpayers 
urged  you  and  Congress  to  come  down  harder  on  them,  like  we  did. 
It  is  a  combination  of  all  those  things. 

It  is  a  pendulum.  I  am  glad  I  am  not  in  your  position,  because 
all  I  have  to  do  is  run  from  the  pendulum.  You  have  got  to  stand 
there  and  try  to  catch  it  and  stop  it.  And  I  think  that  is  a  lot  hard- 
er thing  to  do.  That  is  the  problem  you  are  faced  with  that  we  don't 
have. 

Mr.  Beck.  I  would  like  to  have  the  record  show  that  I  agree  with 
John.  He  has  put  it  very  well,  I  think. 

Ms.  Harris-Lange.  I  sit  through  bank  examinations  and  I  watch 
them  pick  apart  every  little  thing  that  is  not  done  to  exorbitant  ex- 
tent, things  that  normally  people  would  say,  they  really  are  not  im- 
portant but  they  are  important  because  regulation  says  they  are. 

I  look  at  people  going  in  for  a  loan  and  sajdng,  I  can't  afford  the 
loan  because  of  the  closing  costs  now.  And  the  closing  costs  are, 
like  I  pointed  out  before,  when  you  go  to  get  a  commercial  ap- 
praisal, when  you  pay  $2,500  for  a  commercial  appraisal  and  you 
used  to  pay  $1,000,  those  types  of  fees  added  on.  Businesses  can't 
handle  that. 

Mr.  Spratt.  Are  you  receiving  this  complaint  from  each  of  your 
constituencies?  Are  you  finding  tnat  the  costs  of  certified  appraisals 
are  becoming  slightly  prohibitive  in  terms  of  total  closing  costs? 

Mr.  Hopkins.  Yes. 

Mr.  Spratt.  Have  they  gone  up  significantly?  Is  this  a  result  of 
the  legislation  that  we  passed? 

Mr.  Beck.  I  would  like  to  broaden  that  to  say  that  the  entire  pa- 
perwork trail  that  has  to  be  generated,  of  which  this  is  part,  has 
become  much,  much  more  dif^cult  in  the  past  3  years  than  what 
it  was  before. 

Mr.  Satagaj.  With  all  due  respect  to  Ms.  Harris-Lange,  banks 
are  very  adept  at  passing  all  the  costs  on.  And  so  wearing  that  hat, 
she  does  a  good  job  of  making  sure  that  her  bank  does  pass  it  on 
to  small  business.  So  if  there  are  additional  costs,  you  are  catching 
them  as  the  small  business  borrower.  No  question  about  that. 

Ms.  Harris-Lange.  That  is  due  to  stockholders  saying,  why  is 
our  profit  down,  and  we  have  to  pass  these  costs  down. 

Just  to  get  a  FHA  loan  now — we  are  not  talking  about  small 
business,  talking  about  the  consumer — there  are  45  applications 
that  have  to  be  filled  out,  45  different  documents  that  have  to  be 
filled  out.  And  that  is  just  one  phase  of  one  thing.  That  was  never 
before.  So  it  definitely  impacts. 

Mr.  Spratt.  I  think  that  is  great.  We  are  talking  about  FHA  and 
how  the  loans  have  just  been  increasing 

Ms.  Harris-Lange.  Everything  was  paperwork  related. 

Mr.  Spratt.  Mr.  Hopkins. 
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Mr,  Hopkins.  I  certainly  agfree  with  my  colleagues.  Being  a  tech- 
nical advisor  to  businesses  and  trying  to  assist  merchants  to  ac- 
quire loans,  I  have  seen  the  problems  with  respect  to  the  closing 
costs  for  loans,  the  added  fees  that  are  there  that  exist.  They  are 
very  negative  with  respect  to  a  business  person. 

As  a  borrower,  our  corporation  has  borrowed  money  for  housing 
developments  and  commercial  projects,  and  I  have  been  forced  to 
pay  the  fees.  So,  certainly,  those  fees  generated  now  are  very  bur- 
densome. And  it  can  certainly  kill  a  deal. 

It  has  caused  us  problems,  and  we  are  in  a  much  better  situation 
than  the  individual  small  business  in  the  area.  So  I  can  certainly 
see  how  that  is  a  problem. 

Also  with  respect  to  the  bankers,  I  agree  with  John,  there  are 
many  things  that  are  wrong  right  now,  especially  the  attitude  of 
bankers.  I  believe  that  if  they  want  to  make  a  small  business  loan, 
a  banker  can  do  it.  I  had  that  experience  2  weeks  ago  when  I  tried 
my  darndest  to  get  a  line  of  credit  with  one  of  the  major  banks 
here.  And  if  it  wasn't  for  the  diligent  efforts  of  one  particular  loan 
officer,  I  would  never  have  gotten  it;  and  the  paperwork  was  un- 
bearable. But,  nevertheless,  ne  fought  through  it.  So  where  there 
is  a  will,  there  is  a  way.  And  they  can  make  a  very  prudent,  sound 
business  loan.  But  no  other  bank  official  would  have  gone  to  the 
lengths  that  he  did. 

Mr.  Spratt.  You  have  mentioned  an  Oxford,  MI,  gentleman  in 
business  for  over  20  years  whose  loan  had  been  kept  current  but, 
nevertheless,  was  classified  by  the  examiners.  Do  you  have  the  de- 
tails? Or  could  you  provide  us  with  the  details? 

Ms.  Harris-Lange.  I  have  them.  I  could  provide  them  later, 

[The  information  follows:] 
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tool  W.  Jasmine  Dr  .  Sulle  G.  Lake  Park.  FL  33403    Telephone  No.  (407)  S48-S066 


MKHORANOUH 


To:       Pay  Ballard 

Krami  Janet  Harria-Lanye 

Date:  5/19/93 


/■ 


To  furthier  clarify  ny  lormer  tetitinutiy  regarding  the  gentleman 
rruro  Michigan  who  had  his  line  ot  credit  called: 

nte  canf>any  is  Thread  homs.  Inc.  of  Lapeer,  Mi,  a  manufacturer 
of  bearings,  and  one  of  ttie  nw  jor  aTi{>loyers  in  their  araa.  At 
the  end  of  J990  or  oarly  1991,  they  had  a  51,000,000.00  line  of 
credit  with  a  anell  ccmnunity  bank.  'ITie  bank  merged  with  First 
of  America  and  the  new  Juan  officers  called  his  total  line  of 
credit.  He  had  no  history  of  non  or  late  (laymenta.  He  had  to 
declare  Chapter  11  bankruptcy  in  order  to  protect  himself 
because  he  did  not  have  $1,000,000.  in  cash  to  pay  the  total 
line.  He  then  siiod  the  bonk  and  won.  lie  is  stiil  in  business 
today. 

If  this  is  not  enough  Infonnstiun,  please  let  ne  know.  My  Tax 
is  407/881-7364. 
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Mr,  Spratt.  Could  you  all  agpree  that,  to  some  extent,  a  character 
loan  is  one  way  of  saying  that  the  business  has  equity?  It  has  sa- 
voir  faire,  knows  how  to  do  business,  the  person  has  the  capacity 
of  running  the  business  and  making  money  plus  the  character  to 
pay  the  loan,  he  or  she  will  do  whatever  is  necessary.  Is  part  of 
the  problem  with  small  businesses  just  acquiring  equity  capital, 
having  no  source  to  acquire  this  kind  of  financial  capital  so  that 
they  can  qualify  in  the  eyes  of  a  borrower  or  lender  as  a  character 
worthy  of  a  loan? 

Mr.  Hopkins.  Obviously,  adequate  collateral  is  a  major  problem. 
Also  there  are  a  number  of  small  businesses  that  have  no  previous 
credit  history  but  have,  certainly  a  history  of  banking  with  the 
same  institution — paying  its  rent  on  time,  paying  its  other  ex- 

Eenses,  its  suppliers  on  time — but  most  banks  will  turn  them  down 
ecause  you  have  no  prior  banking  history  with  us. 

Well,  the  manager  of  that  bank  might  know  that  g^y  for  the  last 
10  years;  he  can  vouch  for  his  character. 

Mr.  Spratt.  But  I  think  character  loans  will  probably  be  defined 
as  prior  credit  history  with  this  borrower  and  this  institution. 

Mr.  Hopkins.  That  is  unfortunate. 

Mr.  Spratt.  We  could  not  get  a  specific  definition.  They  can  only 
tell  us  what  the  character  loan  is  not.  The  Comptroller  said  it  is 
not  a  promissory  note,  signed,  and  dropped  in  the  file  with  perhaps 
a  financial  statement. 

It  is  more  than  that,  but  I  can't  say  beyond  that  what  it  is. 

Mr.  Satagaj.  Mr.  Chairman,  I  think  we  would  all  admit  charac- 
terizing a  character  loan  is  probably  a  very  difficult  assignment. 
But  we  did  do  them  in  banking  for  many  years.  It  is  not  like  we 
are  suggesting  a  new  concept  here.  It  is  an  old  concept. 

Carl  had  alluded  to  earlier — and  thinking  about  this  as  we  talk 
about  character  loans — I  often  felt  a  lot  of  times  a  Member  of  Con- 
fess should  have  an  opportunity  to  spend  a  day  in  small  business 
just  so  they  can  understand  the  problems  of  small  business.  It  oc- 
curs to  me  that  both  the  bank  examiners  and  anybody  who  carries 
the  title  of  vice  president  in  a  bank  should  spend  at  least  1  day 
a  month  in  business.  They  would  have  a  lot  better  understanding 
of  the  judgment  needed  to  make  the  right  loan. 

Mr.  Spratt.  Mr.  Beck. 

Mr.  Beck.  Well,  I  put  my  banker's  hat  back  on  again,  that  I  wore 
so  many  years  ago.  You  have  still  got  to  be  collateralized.  It  might 
even  be  a  cosigner  of  a  loan.  A  person  that  doesn't  have  any  collat- 
eral, great  as  their  character  is,  the  banker  has  got  to  have  some 
alternate  way  out,  as  they  used  to  call  it.  And  I  think  collateral  is 
necessary. 

But  the  collateral,  again,  may  be  cosigners  of  a  loan  or  somebody 
that  the  bank  can  turn  to.  So  to  draw  the  line  between  black  and 
white  and  so  on  is  difficult.  But  there  is  a  way  to  do  it,  and  a  good 
banker  will  find  a  way  to  do  it. 

Mr.  Spratt.  Thank  you  very  much  for  coming  here,  bearing  with 
us  this  afternoon  with  our  delays,  and  presenting  the  testimony. 
You  have  made  a  very  helpful  contribution  on  the  record. 
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There  was  one  other  witness,  whose  testimony  we  were  to  take, 
Vernon  Stansbury.  And  he  apparently  had  to  leave.  He  is  the  presi- 
dent of  Scientific  and  Commercial  Systems  Corp.  He  did  file  a  pre- 
pared testimony,  and  we  will  make  it  part  of  the  record. 

[The  prepared  statement  of  Mr.  Stansbury  follows:] 
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TESTIMONY  OF  VERNON  STANSBURY,  JR. 

PRESIDENT,  SCIENTIFIC  AND  COMMERCIAL  SYSTEMS  CORPORATION 

BEFORE  THE  SUBCOMMITTEE 

ON  COMMERCE,  CONSUMER,  AND  MONETARY  AFFAIRS 

COMMITTEE  ON  GOVERNMENT  OPERATIONS 

WEDNESDAY.  MARCH  24,  1993 


Mr.  Chairman  and  members  of  the  Subcommittee.  I  welcome  your  invitation  to 
appear  before  you  today,  and  thank  you  for  the  opportunity  to  discuss  the  need  to 
lessen  regulation  of  banking,  and  other  financial  institutions,  in  order  to  improve 
the  flow  of  credit  to  small  businesses.  My  remarks  will  be  brief  and  I  will  be 
pleased  to  respond  to  your  questions. 

As  a  small-business  owner,  I  am  encouraged  by  this  Committee's  interest  in  the 
need  to  ease  regulations  regarding  credit  for  small  business  loans.    As  a  minority 
businessman,  I  will  tell  you  that  minority  businesses  are  even  more  desperately  in 
need  of  assistance  in  this  area.    Lines  of  credit  are  being  cancelled,  cash  flow  is 
tight  due  to  the  absence  of  working  capital  loans,  and  the  acquisition  of  assets  for 
expanded  production  facilities  currently  has  stopped.   The  banks  simply  are  not 
interested  in  talking  to  many  of  us. 

The  timeliness  of  the  issue  is  reflected  in  the  challenges  of  the  times  in  which  we 
live.  The  nation  is  trying  to  begin  its  recovery  from  a  long  and  far-reaching 
recession  that  still  tallies  millions  of  workers  unemployed.  The  acknowledged 
engine  to  drive  this  country  back  to  prosperity  is  the  small  business  sector  of  our 
economy.   As  you  know,  the  competitive  advantage  of  small-  and  medium-sized 
businesses  has  always  been  our  ability  to  change  or  adapt  quickly  to  opportunities 
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or  changes  in  the  nnarketplace.   This  advantage  sets  us  apart  from  our  larger 
corporate  cousins. 

But  at  the  same  time  that  the  nation  is  looking  to  small  businesses,  small  business 
is  looking  to  you,  the  Congress,  to  improve  the  economic  environment  by  removing 
unnecessary  impediments  to  furnishing  capital.   While  we  welcome  the  challenge 
and  want  to  lead  the  fight  to  help  this  nation  regain  its  economic  superiority,  we 
desperately  need  your  help. 

The  one  fuel  that  this  small  business  engine  needs  to  ensure  productivity  is  being 
denied  us.  That  fuel  is,  of  course,  the  capital  necessary  for  us  to  grow  and 
prosper.  Small-  and  medium-  sized  businesses  are  being  denied  loans  and  lines  of 
credit  that  are  critical  to  the  revitalization  of  this  nation's  prosperity. 

I  can  tell  you  that  as  President  of  the  Black  Presidents  Roundtable  Association,  A 
national  organization  of  black  business  owners,  our  members  are  spending  a  great 
deal  of  their  time  shopping  for  credit  for  their  businesses,  or  compiling  data  and 
filling  out  reports  to  comply  with  regulations  to  retain  the  credit  they  have. 

Ironically,  we  are  not  denied  credit  because  we  fail  to  meet  financial  criteria  that 
make  us  worthy  credit  risks.  We  are  not  denied  credit  because  we  have  not  been 
good  community  partners.  We  are  not  denied  credit  and  loans  because  we  are 
unable  to  compete  and  win  in  this  business  environment. 
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We  can  do  all  of  those  things.  And  do  them  well.  However,  what  we  cannot  do  is 
complete  with  the  redtape,  bureaucracy,  and  the  lure  of  greener  financial  pastures 
of  large,  established  businesses  that  dominate  financial  lending  institutions. 

These  are  the  impediments  that  President  Clinton's  proposed  legislation  is  designed 
to  counteract.  I  applaud  these  initiatives.   They  are  needed  very  badly,  and  will 
begin  to  address  some  serious  problems  facing  small  and  minority  owned 
businesses. 

For  example,  it  is  no  secret  that  the  sins  of  the  1980s  are  haunting  the  1990s.  The 
bottom  line  for  excesses  in  lending  during  the  '80s  and  the  resulting  bailout  of  the 
nation's  insolvent  savings  and  loans  and  thrift  institutions  is  recalculated  almost 
daily.  As  a  guard  against  questionable  lending  practices,  the  federal  government 
imposed  strict  regulations  and  oversight.  But  regulations  and  oversight  created 
with  the  best  of  intentions  have  resulted  in  a  mountain  of  paperwork,  and  often 
weeks  of  waiting,  required  to  process  business  loans,  regardless  of  the  financial 
health  of  the  business  or  the  lending  institution.   These  burdensome  requirements 
are  unbearable  by  small  businesses,  that  need  rapid  response  to  their  credit 
requests  to  meet  rapidly  changing  circumstances  in  the  marketplace. 


The  President's  effort  to  allow  strong  and  well-managed  banks  and  thrifts  to  carry 
a  basket  of  loans  with  minimal  documentation  requirements  will  make  it  much 
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easier  for  us  to  secure  the  money  and  lines  of  credit  so  vital  to  our  ability  to  grow 
and  prosper. 

Another  initiative  we  welcome  is  the  President's  encouragement  of  banks  and 
thrifts  to  make  loans  to  small-  and  medium-sized  businesses  based  on  their 
reputation  and  character  as  creditworthy.  At  the  risk  of  pointing  out  the  obvious, 
small  business,  by  its  very  nature,  is  local  business.  Financial  institutions  know  us. 
They  know  our  track  record,  our  reputation.  We  know  them.    This  background  of 
familiarity  with  our  businesses  and  personal  relationships  that  span  many  years 
should  be  taken  in  consideration  by  banks  when  evaluating  our  requests  for  loans. 

If  we  were  starting  from  square  one,  massive  paperwork  may  be  necessary  and 
appropriate.  However,  if  our  businesses  have  a  solid  track  record,  and  we  have  a 
sound  personal  reputation,  let's  streamline  the  regulation  and  paperwork  burden  for 
both  our  all.   We  should  be  permitted  to  do  business  together  in  a  timely  fashion, 
for  both  our  bottomlines! 

The  President  has  also  advocated  establishing  examination  and  rating  procedures 
for  all  banks  that  more  accurately  define  loans  in  the  "Other  Assets  Especially 
Mentioned"  category.  This  will  eliminate  the  practice  of  incorrectly  placing  loans  to 
small  businesses  in  this  category  and  more  accurately  differentiate  this  category  of 
loans  from  higher-risk  classifications.  We  applaud  this  initiative  as  it  will  contribute 
to  the  willingness  of  financial  institutions  to  make  more  loans  to  small  and  minority 
businesses. 
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There  is  another  adage  that  concerns  many  of  us  in  the  small  business  community. 
"It  takes  money  to  make  moneyl"  That's  the  rationale  for  those  who  have  money 
to  make  investment  and  loans  to  those  that  need  money.  For  us  in  small  business, 
the  acquisition  of  capital  is  a  nightmare.  We  can  compete  on  products  and 
services;  we  can  compete  on  price.  But  when  it  comes  to  acquiring  funds,  we  in 
small  business  are  unfairly  forced  to  compete  with  our  own  government  for  the 
limited  volume  of  banks  lending  that  is  available;  and  that  is  becoming  more  limited 
due  to  government  regulations  regarding  loan  to  capital  ratios.  Banks  can  make  a 
better  profit  from  investing  in  government  securities  than  they  can  by  making 
business  loans,  and  with  lower  risk. 

Data  cited  by  Chairman  Spratt  of  this  Subcommittee  go  to  the  heart  of  the  issue. 
In  1991,  total  bank  assets  grew  by  $41  billion;  during  that  same  year  commercial 
and  industrial  loans  decreased  by  $56  billion.  Yet  bank  assets  invested  in 
government  securities  increased  by  $91  billion.  The  data  for  the  first  three  quarters 
of  1992  are  equally  alarming.  Total  assets  increased  by  $51  billion;  commercial 
and  industrial  loans  decreased  by  $20  billion;  bank  assets  invested  in  government 
securities  went  up  by  $74  billion. 

We  are  caught  in  a  Catch-22.   Interest  rates  are  at  their  lowest  in  almost  two 
decades  and  businesses  should  be  able  to  borrow  and  prosper  at  these  rates.   Yet, 
government  securities  are  the  most  attractive  investment  for  banks. 
Consequently,  business  loans  are  shrinking,  and  the  availability  of  funds  for 
businesses  is  limited.    Certainly,  no  one  faults  financial  institutions  for  placing  their 
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funds  in  the  most  profitable  investments.   But  the  small  business  community  needs 
funds  too.  And  our  success,  our  ability  to  provide  jobs,  products,  and  services  to 
the  nation,  depends  upon  our  ability  to  acquire  the  capital  to  grow. 

I  also  see  other  problems  for  small  businesses  as  the  nation's  recovery  begins  to 
take  hold.  As  the  economy  picks  up  speed,  large  businesses  will  begin  more 
aggressive  competitive  for  available  loan  funds.  So  what  is  now  a  serious  situation 
for  small  businesses,  could  become  critical. 

Let  me  emphasize  that  while  qualified  small  businesses  must  be  assured  of  access 
to  capital,  no  one  is  asking  this  committee  to  make  any  adjustments  to  the  credit 
system  that  would  endanger  the  safety  or  soundness  of  our  banking  system.   We 
believe  that  banks  should  make  prudent  business  decisions  based  upon  their 
analysis  and  business  judgement.  But  we  do  believe  the  role  of  governnnent  in  this 
process  can  and  should  be  substantially  curtailed  in  regard  to  small  business  loans. 

I  believe  President  Clinton's  plan  deserves  attention  and  implementation. 
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Mr.  Spratt.  Thank  you  very  much, 

[Whereupon,  at  4:25  p.m.,  the  subcommittee  adjourned,  to  recon- 
vene subject  to  the  call  of  the  Chair.] 


THE  CREDIT  CRUNCH  AND  REGULATORY 
BURDENS  IN  BANK  LENDING 


MONDAY,  MAY  10,  1993 

House  of  Representatives, 
Commerce,  Consumer,  and 
Monetary  Affairs  Subcommittee 
of  the  Committee  on  Government  Operations, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  2:05  p.m.,  in  room 
2247,  Raybum  House  Office  Building,  Hon.  John  M.  Spratt,  Jr. 
(chairman  of  the  subcommittee)  presidmg. 

Present:  Representatives  John  M.  Spratt,  Jr.,  Bobby  L.  Rush,  C. 
Christopher  Cox,  Christopher  Shays,  and  WilHam  H.  ZeHff,  Jr. 

Also  present:  Thomas  S.  Kahn,  chief  counsel;  Donald  P.  Tucker, 
chief  economist;  Richard  W.  Peterson,  counsel;  Faye  Ballard,  clerk; 
and  Marc  Rose,  minority  professional  staff.  Committee  on  Govern- 
ment Operations, 

Mr.  Spratt.  Today,  we  will  continue  the  hearings  on  the  credit 
crunch  and  efforts  that  have  been  taken  by  the  administration  and 
others  to  increase  the  flow  of  credit  in  this  country.  This  will  be 
the  last  in  our  series  of  four  hearings  which  began  with  the  appear- 
ance of  Roger  Altman,  the  Deputy  Secretary  of  the  Treasury  on 
March  17,  1993.  Our  first  hearings  followed  closely  upon  President 
Clinton's  proposals  to  increase  the  credit  flows  in  this  country, 
which  were  announced  on  March  10. 

Recent  economic  statistics  only  reemphasize  the  weakness  of  our 
economy.  Last  week  there  was  reported  a  small  decline  in  produc- 
tivity, the  first  such  decline  since  the  first  quarter  of  1991.  The 
Labor  Department  reported  that  productivity  for  businesses,  ex- 
cluding farms,  fell  at  an  annual  rate  of  a  tenth  of  a  percent.  There 
has  been  no  improvement  in  the  vinemployment  rate.  It  is  holding 
steady  at  about  7  percent.  And  in  a  recent  speech  made  iust  last 
week  to  the  Federal  Reserve  Conference  in  Chicago,  Cnairman 
Greenspan  explained  how  banks  are  losing  their  share  of  the  finan- 
cial markets  to  other  intermediaries  that  are  less  accessible  par- 
ticularly to  borrowers  we  are  concerned  about,  consumers  and 
small  business  borrowers.  So  our  hearings  today  remain  very  rel- 
evant indeed. 

Our  subcommittee  has  amassed  a  great  deal  of  anecdotal  evi- 
dence about  the  nature  of  the  credit  crunch  and  about  its  various 
causes.  No  one  has  submitted  to  us  until  recently,  just  last  week, 
any  sort  of  economic  analysis  backed  up  by  statistical  analysis. 
This  was  supplied  through  a  paper  which  was  written  by  Joe  Peek, 
who   is   a  professor  of  economics   at   Boston   College,   and   Eric 
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Rosengren,  who  is  a  vice  president  and  economist  at  the  Fed  in 
Boston. 
Let  me  quote  from  their  conclusions. 

The  pattern  of  bank  balance  sheet  shrinkage  is  also  important.  The  shrinkage  is 
not  concentrated  in  securities  holdings;  loans  are  declining.  More  importantly,  a 
lai^  share  of  the  shrinkage  occurs  in  the  bank  dependent  loans  category,  that  is, 
where  Arms  can  basically  only  get  credit  from  banks,  and  the  shrinkage  is  in  lend- 
ing as  well  as  loans  already  held  in  the  bank's  portfolio. 

Because  formal  regulatory  actions  have  been  particularly  widespread  in  New  Eng- 
land, including  most  of  the  larger  lenders  in  New  England,  and  tnese  are  the  loans 
with  few  nonbank  alternatives,  bank-dependent  borrowers  who  have  traditional 
banking  relationships  severed  may  have  great  difliculty  finding  new  bank  financing. 

Because  so  many  Dank  loans  are  generated  locally,  and  because  informational  and 
regulatory  impediments  deter  transfer  of  bank  capital  and  credit  across  regions,  evi- 
dence suggests  that  New  England  did  suffer  from  a  regulatory-induced  credit 
crunch. 

I  would  like  unanimous  consent  for  this  full  study  to  be  made  a 
part  of  our  record. 

[The  paper  referred  to  by  Joe  Peek  and  Eric  Rosengren,  entitled 
"Bank  Regulation  and  the  Credit  Crunch,"  is  included  in  the  ap- 
pendix to  this  hearing.] 

Mr.  Spratt.  And  that  is  iust  one  region  of  the  country.  We  find 
various  situations  such  as  tnis  occurring  all  over  the  United  States. 

Let  me  sum  up  these  hearings  by  saying  the  administration  de- 
serves credit  for  focusing  attention  on  the  credit  crunch  and  for  the 
regulatory  reform  proposals  it  has  released  so  far.  Their  package 
should  bring  some  relief,  significant  relief,  I  hope,  but  fiirther  relief 
may  well  require  action  by  us,  by  Congpress. 

I  am  not  convinced  that  all  the  things  in  the  Bereuter-Shelby  bill 
need  to  be  done,  but  their  bill  does  lay  out  a  long  list  of  particulars 
which  surely  Congress  should  consider.  If  we  want  to  break  up  the 
crunch,  we  could  send  a  clear  signal  to  the  banks  by  mitigating  a 
few  of  these  rules,  mitigating,  for  example,  the  $1  million  a  dav 
penalty  for  technical  infractions,  which  are  bound  to  deter  and  chill 
the  extension  of  credit  in  questionable  cases. 

We  are  pleased  to  have  today  as  witnesses  six  experienced  bank- 
ers, business  people,  and  lawyers  with  expertise  in  banking  and  in 
lending,  in  particular.  They  come  from  diflferent  parts  of  the  Na- 
tion. That  was  our  objective. 

Our  first  panel  will  be  made  up  of  two  business  people,  Mr. 
Olsen  from  Connecticut  and  Ms.  Pope  from  Chicago;  then  we  will 
hear  from  a  banking  panel  made  up  of  Mr.  Christopher  Gallagher 
from  New  Hampshire  and  Mr.  Joseph  H.  Framptom  from  Ken- 
tucky; and  finally  we  will  hear  from  a  p£inel  made  up  of  two  bank- 
ing lawyers,  Mr,  Hamsberger  from  California  £ind  Mr.  Puleo  from 
New  York. 

But  before  turning  to  our  witnesses,  let  me  ask  our  minority 
member,  Mr.  Zeliff,  if  he  has  an  opening  statement,  either  Mr. 
Shavs  or  Mr.  Zeliff,  in  Mr.  Cox's  absence. 

Mr.  Shays.  Thank  you  very  much,  Mr.  Chairman.  I  would  again 
like  to  thank  you  for  conducting  these  hearings  and  to  welcome  all 
of  our  witnesses.  They  are  experts  in  their  fields,  and  I  am  looking 
forward  to  hearing  the  testimony  from  all  of  them. 

I  would  like  to  also  pay  a  special  note  to  one  of  the  witnesses, 
Mr.  Leif  Olsen,  who  is  a  constituent  from  the  Fourth  Congressional 
District  and  wno  spoke  to  me  4  years  ago  about  the  creait  crunch 
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and  what  it  portended  for  the  United  States  if  we  didn't  deal  with 
it.  Regretfully,  I  tried  to  get  the  past  administration  to  pay  heed 
to  his  warnings  and  to  his  recommended  actions,  and  had  thev 
been  taken,  had  they  been  noted  and  taken,  the  credit  crunch 
would  have  been  far  less  in  New  England  and  other  parts  of  the 
country. 

I  am  eager  to  hear  the  testimony  of  all  of  our  witnesses  and  I 
again  thank  you. 

Mr.  Spratt.  Thank  you.  Mr.  Zeliflf. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman.  I  too  appreciate  your 
holding  these  hearings,  and  this  final  hearing  of  a  very  successful 
group  of  hearings. 

Before  I  begin  I  would  like  to  recognize  Mr.  Chris  Gallagher  from 
New  Hampshire,  a  nationally  recognized  expert  on  the  credit 
crunch.  He  is  here  today  to  represent  the  New  Hampshire  Bankers 
Association.  He  will  be  on  the  second  panel,  a  m£ui  I  have  tremen- 
dous respect  for.  I  have  found  his  knowledge  of  the  credit  crunch 
and  character  lending  to  be  enlightened  and  extensive.  I  am  glad 
he  is  here  to  share  with  the  committee  some  of  the  problems  and 
concerns  we  have  had  in  New  England  for  the  past  4  years  now. 

The  lack  of  credit  availability  is  a  major  problem  that  is  holding 
back  our  efforts  to  emerge  from  the  very  stagnant  economy,  and  we 
have  gone  through  some  very  tough  times  as  you  know. 

Two  years  ago,  this  committee  held  a  field  hearing  in  New 
Hampshire  that  vividly  illustrated  the  problem,  and  I  nope  you, 
Mr.  Chairman,  will  carry  on  the  tradition  of  Doug  Barnard,  our 
previous  chairman,  and  come  up  to  New  Hampshire.  I  think  it 
would  be  great,  and  I  would  invite  you  now  to  hold  a  hearing  up 
there  so  you  can  take  a  look  at  where  we  stand  now  after  2  years. 
You  will  find  that  while  we  have  made  some  progress,  there  is  still 
much  to  be  done. 

Oppressive  banking  regulations,  as  we  saw  during  the  previous 
hearing  where  Bill  Brandon,  ABA  president,  stacked  up  2V2  feet  of 
today's  banking  regulations  compared  to  a  half  inch  20  years  ago, 
are  a  great  symptom  of  the  problem  we  are  dealing  with. 

In  an  attempt  to  facilitate  greater  cooperation  and  understanding 
between  the  banking  and  regulatory  communities,  I  recently 
brought  a  group  of  New  Hampshire  bankers  to  Washington  as  a 
followup  to  our  meetings  to  meet  with  FDIC  officials,  and  at  that 
meeting  we  discussed  the  regulators'  zealous  adherence  to  regula- 
tions at  the  expense  of  common  sense  problem  solving  and  what 
can  we  do  to  improve  the  lending  environment. 

It  is  concerns  such  as  these  which  stymie  economic  growth  and 
further  strain  relations  that  should  be  cooperative,  not 
confrontational. 

I  am  pleased  to  see  the  administration's  proposals  to  encourage 
character  lending.  It  is  the  nature  of  small  business  to  be  innova- 
tive and  creative.  Unfortunately,  FDICIA  has  served  to  stymie 
bankers'  ability  to  make  such  loans  based  on  intuition  and  knowl- 
edge of  the  individual. 

Allowing  a  return  to  the  concept  of  character  lending  is  an  essen- 
tial step  of  making  credit  more  available  to  small  businesses. 

As  a  result  of  the  hearings  we  have  had  in  this  committee  and 
in  the  Small  Business  Committee,  as  well  as  my  own  personal  ex- 
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periences,  I  am  convinced  we  need  to  go  back  and  look  at  FDICIA 
once  again. 

The  situation  in  New  England  is  an  excellent  example  of  the  det- 
rimental effects  of  overregulation.  We  still  have  not  recovered  from 
the  problems  caused  by  FIRREA  and  FDICIA  and  overzealous  reg- 
ulators. 

I  submit,  Mr.  Chairman,  that  FDICIA,  enacted  in  the  midst  of 
the  savings  and  loan  debacle,  is  a  classic  case  of  congpressional  over- 
kill. If  we  cannot  repeal  FDICIA,  we  need  to  go  look  at  it  again 
with  the  benefits  of  20-20  hindsight  and  try  to  fix  the  problem. 

Thank  you,  Mr.  Chairman. 

Mr,  Spratt.  Thank  you  very  much. 

Mr.  Cox,  let  me  ask  you  to  make  your  opening  statement  after 
I  let  Mr.  Rush  welcome  his  witness  and  make  a  few  opening  re- 
marks, and  then  you  can  lead  off  the  three  panels  that  we  have, 
if  that  is  all  right  with  you. 

Mr.  Cox.  That  is  fine,  Mr.  Chairman. 

Mr.  Spratt.  Mr.  Rush. 

Mr.  Rush.  Thank  you,  Mr.  Chairman.  I  also  would  like  to  take 
this  opportunity  for  thanking  you  for  scheduling  this  hearing  today. 

Mr.  Chairman,  one  of  the  witnesses  that  will  testify  today  is  Ms. 
Consuelo  M.  Pope,  the  president  and  the  chief  operating  officer  for 
the  Cosmopolitan  Chamber  of  Commerce  in  the  city  of  Chicago. 

Ms.  Pope  has  had  a  long  history  of  addressing  the  issues  as  it 
relates  to  small  businesspersons  in  general,  minority 
businesspersons  specifically.  She  is  well  prepared  to  bring  forth 
some  issues  to  this  committee,  issues  that  address  the  area  of  cred- 
it crunch  as  it  relates  to  minority  businesspersons. 

I  basically  have  always  maintained  that  there  is  no  more  crunch 
in  minority  communities  as  regards  to  credit.  The  availability  of 
the  credit  is  no  longer  there.  I  also  associate  myself,  Mr.  Chairman, 
if  I  might,  with  the  remarks  you  made  earlier  in  regard  to  the 
President  bringing  forth  this  issue,  highlighting  this  issue,  bringing 
this  issue  out  to  be  discussed  in  the  body  politic — the  issue  of  credit 
availability  in  general  and  particularly  of  credit  availability  in  mi- 
nority communities  and  credit  availability  in  central  cities  and  in 
the  close-knit  suburbs. 

I  want  to  say  to  my  colleagues  that,  obviously,  you  are  a  chair- 
man who  believes  that  in  order  for  this  committee  to  have  the  kind 
of  information  that  it  needs,  that  we  need  to  go  out  into  different 
cities,  localities  throughout  the  Nation  to  hear  testimony  from  indi- 
viduals, and  I  want  to  take  this  opportunity  to  thank  you  for  com- 
mitting and  for  scheduling  a  meeting  of  this  committee  in  Chicago 
toward  the  end  of  June  or  beginning  of  July.  As  you  know,  we  have 
had  to  put  the  date  back,  but  we  will  work  out  a  date,  and  I  want 
to  thank  you  very  much  for  convening  this  meeting  in  Chicago. 

Mr.  Spratt.  We  tried  to  work  out  June  21.  Now  we  are  working 
on  July  12,  but  we  will  keep  trying. 

Mr.  Rush.  We  will  make  sure  that  is  a  successful  committee 
hearing  there,  Mr.  Chairman.  I  thank  you  very  much,  and  I  look 
forward  to  getting  the  testimony  from  the  various  participants,  in- 
cluding my  friend  of  many  years,  I  won't  say  how  long,  but  many 
years,  Connie  Pope. 
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Mr,  Spratt,  Thank  you,  Mr.  Rush.  Our  ranking  member,  Mr. 
Cox. 

Mr.  Cox.  Thank  you,  Mr.  Chairman. 

I,  too,  look  forward  to  the  presumption  of  these  very  important 
hearings.  Now,  the  credit  crunch  is  nothing  new.  It  has  been  with 
us  since  1989.  Since  that  time,  credit  for  small  and  medium-sized 
businesses  has  virtually  dried  up.  The  reluctance  of  commercial 
and  community  banks  to  lend  can  be  directly  attributed  to  a 
marked  increase  in  regulation  mandated  by  the  passage  of  the  Fi- 
nancial Institutions  Reform  and  Recovery  Act  of  1989,  FIRREA, 
and  the  1991  FDIC  Improvement  Act,  FDICIA.  Taken  together, 
these  laws  attempt  to  eliminate  all  risk  from  commercial  lending. 

The  net  result  is  that  small  business  and  agricultural  loans  are 
being  regulated  out  of  existence.  Small  business  loans  cannot,  by 
their  nature,  be  risk  free,  but  nevertheless  they  are  vital  to  eco- 
nomic growth  and  job  creation. 

In  my  view,  the  reg^ilatory  pendulum  has  swung  too  far.  Paper- 
work and  documentation  have  replaced  sound  judgments  based  on 
local  knowledge.  This  type  of  regulatory  nightmare  must  be 
stopped.  Prudent  lending  that  maintains  the  safety  and  soundness 
of  the  banking  industry  must  be  employed.  Overzealous  regulation 
that  promotes  business  foreclosures  due  to  a  lack  of  credit  is  just 
bad  public  policy. 

I  don't  think  I  need  to  remind  any  of  our  witnesses  here  todav 
that  small  business  employs  about  60  percent  of  the  private  work 
force.  They  produce  40  percent  of  the  U.S.  GNP  and  50  percent  of 
total  American  private  sector  output.  With  the  Nation's  unemploy- 
ment rate  holding  steady  at  7  percent,  small  business  lending  is 
critical  to  any  economic  recovery. 

Regulatory  overkill  and  increasing  paperwork  are  slowing  the 
Nation's  economic  recovery  and  costing  jobs.  While  we  might  be  en- 
couraged by  the  Clinton  administration's  most  recent  Executive 
order  easing  the  regulatory  burden  on  healthy  financial  institu- 
tions, it  will  take  more  than  just  rhetoric  to  free  up  the  flow  of  cap- 
ital. 

We  have  seen  for  years  that  pronouncements  at  the  highest  lev- 
els have  yet  to  be  translated  into  the  regulatory  level  on  the 
ground.  That  is  why  today's  hearing  is  so  important.  The  witnesses 
appearing  before  our  subcommittee  today  are  the  real  experts  in 
the  credit  crunch.  They  know  all  too  well  the  everyday  problems 
that  regulatory  overkill  has  upon  their  businesses,  banks,  and  com- 
munities. 

These  individuals  are  in  the  trenches  fighting  the  war  against 
Government  interference.  They  understand  the  ramifications  of  ill- 
conceived  legislation  and  the  effects  that  it  has  upon  their  lives.  It 
is  time  that  we  listened  to  their  stories  and  act  upon  their  sage  ad- 
vice. 

We  must  continue  to  press  the  regulators  to  ease  up  on  healthy 
institutions  and  encourage  banks  to  make  prudent  loans  without 
fear  of  reprisal.  The  free  flow  of  capital,  regulated  by  the  market, 
based  upon  simple  standards  that  will  ensure  safety  and  soundness 
in  lending  should  be  our  goal.  Americans  want  jobs.  Small-  and  me- 
dium-sized businesses  can  create  those  jobs  if  regulators  pay  heed 
to  this  simple  dynamic. 
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I  look  forward  to  hearing  the  testimony  of  our  witnesses  today 
and  welcome  their  input  on  this  very  important  topic,  and,  once 
again,  I  would  like  to  congratulate  our  chairman  for  holding  these 
hearings. 

Mr.  Spratt.  Thank  you  very  much,  Mr.  Cox. 

Now  let  us  call  our  first  panel,  Mr.  Leif  Olsen  and  Ms.  Consuelo 
M.  Pope  from  Chicago.  Mr.  Olsen  is  from  New  Canaan,  CT.  Mr. 
Olsen,  your  first  name  is  Leif. 

Mr.  Olsen.  Leif,  that  is  right. 

Mr.  Spratt.  I  got  it  correctly? 

Mr.  Olsen.  Yes,  thank  you. 

Mr.  Spratt.  Well,  if  it  is  agreeable  with  you,  we  will  ask  Ms. 
Pope  to  proceed  first,  and  in  each  case  I  think  you  have  submitted 
some  prepared  testimony.  As  a  matter  of  practice,  if  there  is  no  ob- 
jection, we  will  make  the  prepared  and  submitted  testimony  part 
of  the  record  so  that  you  can  summarize  it  as  you  see  fit.  The  floor 
is  yours.  Thank  you  both  for  coming. 

STATEMENT  OF  CONSUELO  M.  POPE,  PRESmENT  AND  CEO, 
COSMOPOLITAN  CHAMBER  OF  COMMERCE,  CfflCAGO,  IL 

Ms.  Pope.  Well,  thank  you,  Mr.  Chairman,  and  I  thank  my  Con- 
gressman, Mr.  Rush,  and  the  rest  of  the  members  of  the  sub- 
committee for  this  opportunity  to  address  the  problems  that  small 
businesses  have  had  in  obtaining  the  necessary  financing  to  suc- 
ceed. 

Our  organization,  the  Cosmopolitan  Chamber  of  Commerce,  is  60 
years  old.  It  is  one  of  the  Nation's  oldest  business  associations,  and 
its  oldest  interracial  business  partnership.  We  are  the  chapter,  the 
Chicago  chapter,  of  the  National  Business  League. 

For  over  25  years,  thousands  have  attended  our  school  of  busi- 
ness management,  and  when  the  school  was  started  it  was  known 
that  African  American  businesses  in  our  country  represented  only 
1  percent  of  all  business  conducted  in  America.  We  recently  had  a 
celebration  of  the  25th  graduating  class  out  of  that  program,  and 
at  that  time  our  speaker,  who  had  been  with  us  when  we  started 
the  program  in  1967,  noted  that  African  American  businesses  is 
now  0.5  percent  of  all  business  conducted  in  America. 

We  have  assisted  over  the  years  our  city's  largest  African  Amer- 
ican businesses  during  their  fledgling  years  and  our  membership 
continues  to  be  a  network  of  the  smallest  to  the  largest  of  Chicago's 
enterprises. 

Two  years  ago,  our  organization  pulled  together  what  we  call  our 
bank  program,  which  is  a  loosely  tied  coalition  of  our  member 
banks,  which  number  18.  Its  purpose  was  to  assist  them  with 
screening  and  packaging  small  business  loans.  This  effort  was  fol- 
lowed by  the  Women  s  Finance  Initiative,  which  was  established  by 
our  State  treasurer,  Patrick  Quinn,  as  an  incentive  to  banks  to  do 
lending  to  female  entrepreneurs. 

The  chamber  is  one  of  three  organizations  which  counsel  the  ap- 
plicants, oversee  the  paperwork,  and  provide  technical  assistance. 
The  incentive  is  a  linked  deposit,  a  matching  amount  of  State 
funds  placed  on  deposit  in  the  lending  institution.  Our  city  treas- 
urer, Miriam  Santos,  has  a  similar  program  for  all  small,  minority, 
women-owned  emerging  firms  in  the  city. 
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Because  neither  program  is  free  to  violate  the  banks'  underwrit- 
ing standards,  these  and  all  other  special  efforts  of  our  financial 
community  to  address  the  credit  needs  of  small,  especially  African 
American-owned  businesses  have  met  with  limited  success. 

One  of  the  first  problems  that  we  have  faced  was  the  restrictive 
collateral  requirements  as  banks  have  become  extremely  hesitant 
to  utilize  the  primary  residence  to  meet  collateral  terms.  We  are 
aware  our  banks  do  not  really  want  to  be  in  a  Simon  Legree  posi- 
tion of  taking  the  roof  from  over  a  family's  head,  but  often  the  pri- 
mary residence  is  the  only  appreciable  asset  that  a  small  entre- 
preneur has  to  offer. 

Receivables,  therefore,  become  nearly  impossible  to  finance  and 
our  businesses  do  tend  to  be  in  industries  with  low  capital  equip- 
ment investment  and  we  often  lease  the  space  that  our  businesses 
are  located  in. 

I  would  like  to  begin  to  summarize  a  bit  here  and  speak  for  our 
bankers  initially.  In  an  organization  like  ours,  we  really  are  kind 
of  in  the  middle  of  a  rock  and  a  hard  place.  We  have  members  who 
are  bankers  and,  obviously,  the  majority  of  our  members  are  small 
businesses. 

On  the  side  of  our  bankers,  regulatory  issues  that  you  have  spo- 
ken about  are  literally  driving  them  up  the  wall;  I  included  in  the 
testimony  some  direct  quotes  from  them.  In  the  zeal  to  protect  the 
depositor  and  maintain  safety  and  security,  banks  have  severely 
limited  the  access  to  credit  for  all  small  business.  They  have  re- 
quired an  abundance  of  security,  have  devalued  real  estate  as  col- 
lateral, and  the  cost  of  the  tedious  documentation  and  intimidation 
of  banking,  which  the  bank  examiners  have  spoken  of  most  fre- 
quently, as  I  have  spoken  to  member  banks. 

Quoting  from  three  of  them,  one  said: 

Bankers  are  used  to  living  in  a  highly  regulated  world.  Each  year,  however,  there 
are  new  demands,  new  requirements,  and  more  reports.  As  regards  to  the  Commu- 
nity Reinvestment  Act,  small  banks  do  not  have  the  advantage  of  scale  to  meet  com- 
pliance requirements;  small  banks  have  to  add  these  duties  to  the  work  of  existing 
personnel,  because  it  would  be  burdensome  to  hire  a  specialist. 

Another  said: 

It  is  easier  to  make  loans  to  Fortune  500  types  of  companies.  Often  [examiner] 
approval  does  not  relate  to  whether  a  loan  is  current  and  paying,  but  to  the  amount 
and  quality  of  the  collateral  and  certain  documents  in  the  file.  Excessive  documenta- 
tion is  required  in  every  file,  even  for  customers  with  whom  the  bank  has  a  long- 
standing relationship. 

And  the  third  said: 

We  have  to  be  responsive  to  our  stockholders.  Sometimes  it  is  the  path  of  least 
resistance.  We  can  be  profitable  investing  in  Treasury  bills,  and  it  is  less  work  than 
the  "hard-to-do"  loans.  We  see  CRA  loans  as  a  cost  of  doing  business,  but  such  costs 
are  then  passed  on  to  the  customer  to  the  extent  possible. 

Now,  Cosmopolitan  Chamber  of  Commerce  is  hardly  in  the  posi- 
tion of  being  in  opposition  to  the  Community  Reinvestment  Act.  In 
fact,  we  wholly  support  it  and  encourage  its  strengthening,  if  any- 
thing. 

The  other  side  of  the  issue  is  what  was  not  said  in  the  report  of 
the  U.S.  Commission  on  Minority  Business  Enterprise  last  year,  as 
it  concluded  its  work  with  findings  that  indicated  the  growth  and 
progress  of  minority  business,  but  did  not  record  the  findings  that 
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African  American  businesses  are,  in  fact,  on  a  decline,  a  great  deal 
of  which  has  to  do  with  the  issue  of  getting  credit  for  growth  and 
development  because  so  many  of  them  are  in  businesses  which 
have  such  difficulty  in  obtaining  financing. 

The  bridge  between  these  two  issues,  therefore,  is  the  kind  of 
work  that  we  try  to  do  at  Cosmopolitan  Chamber  of  Commerce.  It 
is  the  technical  assistance,  the  management  assistance,  and  man- 
agement training.  However,  the  systematic  reduction  of  such  serv- 
ices in  our  community,  which  has  included  over  the  years,  federally 
supported  business  development  centers,  State  supported.  State 
and  SBA  supported,  in  fact,  small  business  development  centers, 
and  even  most  recently  the  support  of  local  government  through 
community  development  block  grant  funds  which  have  been  se- 
verely restricted  and,  in  fact,  in  some  instances  HUD  has  ordered 
our  Department  of  Planning  and  Development  to  not  fund  direct 
technical  assistance  to  certain  types  of  businesses  that  are  sorely 
needed  and  particularly  businesses  that  have  the  tendency  to  be 
more  labor-intensive  job  producing,  and  I  am  referring  specifically 
to  construction. 

The  traditional  amount  of  funding  for  small  and  minority  busi- 
ness programs  has  been  so  minuscule  that  it  really  has  to  have 
very  little  effect  on  deficits  and  maybe  that  has  been  the  reason  we 
have  been  so  vulnerable.  The  impact,  however,  of  strengthening  the 
source  of  jobs  and  restoring  communities  is  long  term  and  is  now 
proven.  The  work  clearly  is  not  finished,  and  it  has  been  set  back 
by  the  recent  economic  downturns  in  the  economy. 

We  do  agree  with  President  Clinton's  approach  to  easing  the  bur- 
dens at  the  bank  level.  We  support  bills  which  call  for  reducing 
documentation  requirements  when  a  borrower's  reputation,  char- 
acter, and  financial  condition  warrant  makes  good  sense. 

We  would  add  the  market  conditions  for  business  are  equally  im- 
portant. The  value  of  collateral  should  be  taken  into  consideration; 
however,  we  also  agree  real  estate  should  not  be  undervalued,  nor 
should  a  primary  residence  be  eliminated  or  discounted  as  poten- 
tial collateral. 

Our  instinct,  and  the  answer  to  the  question  whether  we  should 
be  looking  at  legislation  versus  administrative  change,  our  instinct 
tells  us  we  probably  can  get  more  done  the  less  we  have  to  deal 
with  new  legislation,  and  we  do  know  that  there  are  things  that 
can  be  done  administratively. 

For  example,  we  have  known  in  our  local  community  that  the 
staff  that  is  working  with  banks  on  their  community  reinvestment 
programs  have  introduced  our  organization  as  well  as  other  pro- 
grams in  the  community  to  those  banks  as  ways  to  resolve  the 
issue. 

Essentially,  what  we  are  saying  is  that  technical  assistance  to 
develop  and  strengthen  the  small  business  so  that  that  business  is 
more  bankable  is  the  answer  to  the  issue  of  whether  the  bank  can 
provide  prudent,  secure  financing  to  those  businesses.  It  creates 
the  kind  of  partnership  in  which  all  of  the  businesses  in  the  com- 
munity and  at  the  local  level  are  really  more  of  an  interdepend- 
ent— ^have  interdependent  kind  of  relationships  than  they  do  com- 
petitive relationships. 
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Our  banks  need  our  small  businesses  in  the  community,  particu- 
larly in  a  community  like  the  State  of  Illinois,  where  there  are  so 
many  commimity  based  banks  and  so  many  small  banks.  The  small 
businesses  are  part  of  their  lifeblood,  and  equally  those  businesses 
need  their  banks. 

We  want  to  strengthen  that  cooperative  relationship,  and  our 
banks  and  our  organizations  recognize  that  our  work  in  providing 
technical  and  management  assistance  and  training  to  those  small 
businesses  is  really  an  extension  of  both  their  work  and  the  work 
of  those  small  businesses.  Thank  you. 

[The  prepared  statement  of  Ms.  Pope  follows:] 
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TESTIMONY 

CONGRESS  OF  THE  UNITED  STATES 
HOUSE  OF  REPRESENTATIVES 
COMMITTEE  ON  GOVERNMENT  OPERATIONS 
SUBCOMMITTEE  ON  COMMERCE,  CONSUMER  AND  MONETARY  AFFAIRS 

Consuelo  M.  Pope,  Cosmopolitan  Chamber  of  Commerce 


MR.  CHAIRMAN  AND  MEMBERS  OF  THE  SUBCOMMITTEE,  I  THANK 
YOU  FOR  THIS  OPPORTUNITY  TO  ADDRESS  THE  PROBLEMS  THAT 
SMALL  BUSINESSES  HAVE  HAD  OBTAINING  THE  NECESSARY 
FINANCING  TO  SUCCEED.   THE  COSMOPOLITAN  CHAMBER  OF 
COMMERCE  IS  60  YEARS  OLD,  ONE  OF  THE  NATION'S  OLDEST 
BUSINESS  ASSOCIATIONS,  AND  ITS  OLDEST  INTERRACIAL  BUSINESS 
PARTNERSHIP. 

THOUSANDS  HAVE  ATTENDED  OUR  SCHOOL  OF  BUSINESS 
MANAGEMENT  OVER  THE  PAST  25  YEARS;   WE  HAVE  ASSISTED  OUR 
CITY'S  LARGEST  AFRICAN  AMERICAN  BUSINESSES  IN  THEIR 
FLEDGLING  YEARS,  AND  OUR  MEMBERSHIP  CONTINUES  TO  BE  A 
NETWORK  OF  THE  SMALLEST  TO  THE  LARGEST  OF  CHICAGO'S 
ENTERPRISES.   WE  ARE  MIDWIVES  TO  NEW  FIRMS  COMING  INTO  THE 
WORLD  AND  ADVISORS  TO  ESTABLISHED  COMPANIES  SEEKING  TO 
GROW,  TO  DIVERSIFY  OR  JUST  SURVIVE. 

TWO  YEARS  AGO  WE  PULLED  TOGETHER  OUR  BANK  PROGRAM,  A 
LOOSELY  TIED  COALITION  OF  MEMBER  BANKS.  ITS  PURPOSE  WAS  TO 
ASSIST  THEM  WITH  SCREENING  AND  PACKAGING  SMALL  BUSINESS 
LOANS;   THIS  EFFORT  WAS  FOLLOWED  BY  THE  WOMEN'S  FINANCE 
INITIATIVE,  ESTABLISHED  BY  OUR  STATE  TREASURER,  PATRICK 
QUINN,  AS  AN  INCENTIVE  TO  BANKS  TO  DO  LENDING  TO  FEMALE 
ENTREPRENEURS.   THE  CHAMBER  IS  ONE  OF  THREE  ORGANIZATIONS 
WHICH  COUNSEL  THE  APPLICANTS,  OVERSEE  THE  PAPERWORK,  AND 
PROVIDE  TECHNICAL  ASSISTANCE.   THE  INCENTIVE  IS  A  LINKED 
DEPOSIT,  A  MATCHING  DOLLAR  AMOUNT  OF  STATE  FUNDS  PLACED  ON 
DEPOSIT  IN  THE  LENDING  INSTITUTION.   OUR  CITY  TREASURER, 
MIRIAM  SANTOS,   HAS  A  SIMILAR  PROGRAM  FOR  ALL  SMALL, 
MINORITY,  WOMEN-OWNED,  AND  EMERGING  FIRMS. 

BECAUSE  NEITHER  PROGRAM  IS  FREE  TO  VIOLATE  THE  BANKS' 
UNDERWRITING  STANDARDS,  THESE  AND  ALL  OTHER  SPECIAL 
EFFORTS  OF  OUR  FINANCIAL  COMMUNITY  TO  ADDRESS  THE  CREDIT 
NEEDS  OF  SMALL,  ESPECIALLY  AFRICAN  AMERICAN-OWNED 
BUSINESSES,  HAVE  MET  WITH  LIMITED  SUCCESS. 

ONE  OF  THE  FIRST  PROBLEMS  WE  FACED  WAS  THE  RESTRICTIVE 
COLLATERAL  REQUIREMENTS.   BANKS  HAVE  BECOME  EXTREMELY 
HESITANT  TO  UTILIZE  A  PRIMARY  RESIDENCE  TO  MEET  COLLATERAL 
TERMS.   WE  ARE  AWARE  THAT  OUR  BANKS  DO  NOT  REALLY  WANT  TO 
BE  IN  THE  "SIMON  LEGREE"  POSITION  OF  TAKING  THE  ROOF  FROM 
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OVER  A  FAMILY'S  HEAD.   OFTEN,  HOWEVER,  THE  PRIMARY 
RESIDENCE  IS  THE  ONLY  APPRECIATING  ASSET  OWNED  BY  THE 
ENTREPRENEUR.   RECEIVABLES  HAVE  BECOME  NEARLY  IMPOSSIBLE 
TO  FINANCE  WITHOUT  HARD  COLLATERAL;   AND  OUR  BUSINESSES 
TEND  TO  BE  IN  INDUSTRIES  WITH  LOW  CAPITAL  EQUIPMENT 
INVESTMENT.   WE  OFTEN  LEASE  OUR  SPACE,  SO  THAT  THE 
BUSINESS  PROPERTY  IS  NOT  A  FACTOR.   HISTORICALLY,  WHEN  A 
PERSON'S  PRIMARY  RESIDENCE  IS  ON  THE  LINE,  EVERY  EFFORT 
POSSIBLE  IS  MADE  TO  REPAY  THE  LOAN,  EVEN  IF  THE  BUSINESS 
FAILS  AND  ALTERNATIVE  INCOME  MUST  DO. 

LET  US  ADDRESS  THE  CONCERN  THAT  EVERY  BANKER  MUST  HAVE 
WHEN  A  LOAN  APPLICATION  COMES  IN  THE  DOOR:   WHAT  HAPPENS 
IF  THE  LOAN  GOES  BAD?   THE  MOST  IMPORTANT  ELEMENT  OUR 
ORGANIZATION  BRINGS  TO  THE  BANK  PROGRAM  IS  TECHNICAL 
ASSISTANCE.   OUR  ANSWER  TO  OUR  MEMBER  BANKS  WAS  THE  BANK 
PROGRAM,  WHICH  EVEN  TELLS  A  BUSINESS  "NO"  BEFORE  HE  OR  SHE 
GETS  TO  THAT  DOOR  WHEN  THE  DEAL  WON'T  FLY.   THE  DIFFERENCE 
IS  THAT  WHEN  WE  SAY  A  BUSINESS  IS  NOT  BANKABLE,  WE  HAVE  A 
VARIETY  OF  SERVICES  AND  TRAINING  PROGRAMS  TO  OFFER. 

UNLESS  THE  BUSINESS  IS  COMPLETELY  UNSALVAGEABLE ,  WE 
CAN  GO  TO  WORK  ON  THE  PROBLEMS  AND  PROPOSE  ALTERNATIVES  TO 
FINANCING.   WE'RE  THE  ONES  WHO  MORE  OFTEN  THAN  NOT  FIND 
THAT  THE  PROBLEM  IS  NOT  A  NEED  FOR  MORE  CAPITAL  BUT  FOR  A 
DIFFERENT  WAY  OF  DOING  BUSINESS.   WE  HAVE  SUCCEEDED  WHEN  A 
PERSON  FINDS  DEBT  TO  BE  UNNECESSARY. 

DURING  THE  PAST  DECADE  WE  HAVE  SEEN,  HOWEVER,  A 
"SURVIVAL  OF  THE  FITTEST"  MENTALITY  AT  WORK  IN  GOVERNMENT, 
WHICH  NO  LONGER  WISHED  TO  SERVE  AS  A  CATALYST,  SUPPORTING 
THE  GROWTH  OF  OUR  JOB  BASE  THROUGH  SMALL  BUSINESS 
DEVELOPMENT.   IN  THE  MIDST  OF  GLOBAL  COMPETITION,  THAT  IS 
A  POSITION  GOVERNMENT  CANNOT  AFFORD  TO  TAKE.   WE  ALL  KNOW 
THAT  ENTREPRENEURS  TEND  TO  HAVE  SKILLS,  PRODUCTS,  OR  IDEAS 
TO  SELL;   THEY  DO  NOT  NECESSARILY  HAVE  MANAGEMENT 
KNOW-HOW.   UNTIL  THEY  CAN  HIRE  MANAGERS,  THEY  MUST  TURN  TO 
COMMUNITY  RESOURCES  FOR  TECHNICAL  AND  MANAGEMENT 
ASSISTANCE. 

IN  RECOGNITION  OF  THIS  NEED,  THERE  WERE  PROGRAMS 
DURING  THE  SEVENTIES  THAT  LED  TO  SUBSTANTIAL  MINORITY 
BUSINESS  DEVELOPMENT;   THE  CONCEPT  OF  AFFIRMATIVE  ACTION, 
TO  CORRECT  THE  MISTAKES  MADE  BY  HISTORICAL  PATTERNS  OF 
DISCRIMINATION  BEGAN  TO  GIVE  THESE  FIRMS  THEIR  FAIR  SHARE 
OF  PROCUREMENT  OPPORTUNITIES.   ENTER  THE  EIGHTIES,  AND 
SUDDENLY,  THESE  NETS  ARE  PULLED  OUT  FROM  UNDER,  NOT 
RECOGNIZING  THAT  AFRICAN  AMERICAN  AND  OTHER  MINORITY  FIRMS 
STILL  DO   NOT  EXIST  IN  NUMBERS  PROPORTIONATE  TO  THEIR 
POPULATION,  NOR  HAVE  WE  OVERCOME  DISCRIMINATORY  PRACTICES. 
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FURTHERMORE,  NEWER  BUSINESSES  THAT  NOW  NEED  THE  SAME 
SUPPORT  SYSTEMS  FIND  THEM  WOEFULLY  LACKING. 

TECHNICAL  AND  MANAGEMENT  ASSISTANCE  IS  A  SAFETY  NET 
FOR  BOTH  BANKER  AND  SMALL  BUSINESS.   TECHNICAL  ASSISTANCE 
PROGRAMS  SHOULD  BE  THE  BRIDGE  BETWEEN  THE  SMALL  BUSINESS 
AND  THE  BANK,   WE  PROVIDE  THE  COUNSELING,  THE 
TROUBLE -SHOOTING,  AND  THE  TRAINING,  TO  HELP  THAT  BUSINESS 
WITH  GOOD  MARKET  POTENTIAL,  TO  BECOME  BANKABLE. 

IN  PREPARATION  FOR  THIS  HEARING,  I  SPOKE  TO  AS  MANY  OF 
MY  MEMBER  BANKS  AS  POSSIBLE.   ONE  OF  THE  RECURRING  THEMES 
WAS  THE  COSTLY  PAPERWORK  AND  DOCUMENTATION  OF  COMPLIANCE. 
THIS  ESPECIALLY  WAS  RAISED  IN  RELATION  TO  THE  COMMUNITY 
INVESTMENT  ACT.   NOW  WE  RECOGNIZE  THAT  IN  SOME 
COMMUNITIES,  AND  CHICAGO  IS  A  CITY  OF  COMMUNITY  BANKS, 
MEETING  CREDIT  NEEDS  AND  MAKING  PRUDENT  LOANS  IS 
CONSIDERED  A  CONTRADICTION  IN  REASONING. 

OUR  ORGANIZATION  FULLY  SUPPORTS  CRA  AND  EVEN  BELIEVES 
IT  SHOULD  BE  STRENGTHENED;   BUT  UNDERSTANDING  THE  VIEWS  OF 
THE  BANKERS  HELPS  TO  PUT  OUR  POSITION  IN  PERSPECTIVE: 

(BANKER)  "BANKERS  ARE  USED  TO  LIVING  IN  A  HIGHLY 
REGULATED  WORLD.   EACH  YEAR,  HOWEVER,  THERE  ARE  NEW 
DEMANDS,  NEW  REQUIREMENTS,  AND  MORE  REPORTS.   AS  REGARDS 
CRA,  SMALL  BANKS  DO  NOT  HAVE  THE  ADVANTAGE  OF  SCALE  TO 
MEET  COMPLIANCE  REQUIREMENTS;   SMALL  BANKS  HAVE  TO  ADD 
THESE  DUTIES  TO  THE  WORK  OF  EXISTING  PERSONNEL.   IT  WOULD 
BE  BURDENSOME  TO  HIRE  A  SPECIALIST". 

(BANKER)  "IT  IS  EASIER  TO  MAKE  LOANS  TO  FORTUNE  500 
TYPES  OF  COMPANIES.   OFTEN  (EXAMINER)  APPROVAL  DOES  NOT 
RELATE  TO  WHETHER  A  LOAN  IS  CURRENT  AND  PAYING,  BUT  TO  THE 
AMOUNT  AND  QUALITY  OF  THE  COLLATERAL  AND  CERTAIN  DOCUMENTS 
IN  THE  FILE.   EXCESSIVE  DOCUMENTATION  IS  REQUIRED  IN  EVERY 
FILE,  EVEN  FOR  CUSTOMERS  WITH  WHOM  THE  BANK  HAS  A 
LONG-STANDING  RELATIONSHIP•^ 

(BANKER)  "WE  HAVE  TO  BE  RESPONSIVE  TO  OUR 
STOCKHOLDERS.   SOMETIMES  IT  IS  THE  PATH  OF  LEAST 
RESISTANCE.   WE  CAN  BE  PROFITABLE  INVESTING  IN  TREASURY 
BILLS,  AND  IT  IS  LESS  WORK  THAN  THE  'HARD  TO  DO'  LOANS. 
WE  SEE  CRA  LOANS  AS  A  COST  OF  DOING  BUSINESS,  BUT  SUCH 
COSTS  ARE  THEN  PASSED  ON  TO  THE  CUSTOMER  TO  THE  EXTENT 
POSSIBLE". 

(CHAMBER)   WE  ARE  ADVOCATES  FOR  COMMUNITY 
REINVESTMENT;  HOWEVER  WE  RESPECT  THE  DIFFICULTY  OF  LIVING 
BETWEEN  A  REQUIREMENT  TO  MEET  THE  COMMUNITY'S  CREDIT  NEEDS 
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AND  A  REQUIREMENT  TO  ONLY  MAKE  PRUDENT  LOANS,   THE  MISSING 
LINK  IS  TECHNICAL  ASSISTANCE  EASILY  AVAILABLE  IN  LOCAL 
COMMUNITIES. 

WE  ARE  PARTICULARLY  CONCERNED  ABOUT  THE  NATURE  OF  OUR 
ECONOMIC  RECOVERY.   SO  FAR,  WE  HAVE  NOT  REALIZED  NET  NEW 
JOBS  IN  OUR  AREA.   NEW  BUSINESS   WILL  MOST  LIKELY  COME 
FROM  DOWNSIZING  AND  OUTSOURCING.   NEW  ENTREPRENEURS  WILL 
BE  FORMER  EMPLOYEES  OF  LARGER  CORPORATIONS.   THEY  WILL 
KNOW  THEIR  PRODUCT  OR  THEIR  PARTICULAR  AREA  OF  EXPERTISE; 
THEY  WILL  NOT  HAVE  THE  GENERAL  MANAGEMENT  EXPERIENCE  TO 
OVERSEE  ALL  ASPECTS  OF  A  BUSINESS.   THAT'S  WHERE  THE 
COUNSELING  AND  TRAINING  COMES  IN. 

THE  SYSTEMATIC  REDUCTION  OF  SUCH  SERVICES  IN  OUR 
COMMUNITY  INCLUDES  THE  FEDERALLY  SUPPORTED  BUSINESS 
DEVELOPMENT  CENTERS,  WHICH  REQUIRE  FEES  OUTSIDE  THE  REACH 
OF  MOST  WHO  NEED  EXTENSIVE  HELP;   NOR  ARE  THEY  FUNDED 
ADEQUATELY  TO  MEET  THE  REQUIREMENTS.   THE  SMALL  BUSINESS 
DEVELOPMENT  CENTERS,  A  PARTNERSHIP  OF  SBA  AND  THE  STATES, 
ARE  ALSO  INADEQUATELY  FUNDED  AND  NOW,  FOR  THE  MOST  PART, 
ENSCONCED  IN  COLLEGES  AND  UNIVERSITIES,  WHERE  THE 
COUNSELING  TENDS  TO  BE  OF  A  "COOKIE-CUTTER"  VARIETY,  AND 
TRAINING  IS  SOLELY  A  GROUP  PROCESS,  NOT  GEARED  TO  THE 
SPECIFIC  PROBLEMS  OF  EACH  INDIVIDUAL.   COMMUNITY  BASED 
CLIENT  SERVICE  ORGANIZATIONS  ARE  LOSING  STAFF  AND  EVEN 
DISAPPEARING  AS  FUNDING  GOES  AWAY. 

THE  TRADITIONAL  AMOUNT  OF  FUNDING  FOR  SMALL  AND 
MINORITY  BUSINESS  PROGRAMS  HAS  BEEN  SO  MINUSCULE  THAT  IT 
COULD  HAVE  HAD  LITTLE  EFFECT  ON  DEFICITS.   PERHAPS  THAT  IS 
WHY  WE'VE  BEEN  SO  VULNERABLE.   THE  IMPACT,  HOWEVER,  OF 
STRENGTHENING  THE  SOURCE  OF  JOBS  AND  RESTORING  COMMUNITIES 
IS  LONG-TERM  AND  PROVEN.   THE  WORK  CLEARLY  IS  NOT 
FINISHED,  AND  IN  FACT,  HAS  BEEN  SET  BACK  BY  THE  ECONOMIC 
ILLS  OF  RECENT  YEARS. 

WE  DO  AGREE  WITH  PRESIDENT  CLINTON'S  APPROACH  TO 
EASING  THE  BURDENS  AT  THE  BANK  LEVEL,  AND  WE  SUPPORT  BILLS 
WHICH  CALL  FOR  REDUCING  DOCUMENTATION  REQUIREMENTS  WHEN 
THE  BORROWER'S  REPUTATION,  CHARACTER,  AND  FINANCIAL 
CONDITION  WARRANT  MAKES  GOOD  SENSE.   WE  WOULD  ADD  THAT  THE 
MARKET  CONDITIONS  FOR  THE  BUSINESS  ARE  EQUALLY  IMPORTANT. 
THE  VALUE  OF  COLLATERAL  SHOULD  BE  TAKEN  INTO 
CONSIDERATION;   HOWEVER,  WE  ALSO  AGREE  THAT  REAL  ESTATE 
SHOULD  NOT  BE  UNDERVALUED,  NOR  SHOULD  A  PRIMARY  RESIDENCE 
BE  ELIMINATED  OR  DISCOUNTED  AS  POTENTIAL  COLLATERAL. 

OUR  INSTINCT  SUGGESTS  THAT  THE  MORE  THAT  CAN  BE  DONE 
WITHOUT  NEW  LEGISLATION  WILL  GET  TO  RESULTS  MORE  QUICKLY. 
FOR  EXAMPLE  WE  HAVE  KNOWN  CRA  STAFF  OF  THE  FEDERAL 
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RESERVE  OF  CHICAGO  TO  TAKE  THE  INITIATIVE  TO  INTRODUCE 
COMMUNITY  SERVICES  TO  BANKS  WHICH  NEEDED  DIRECTION.   WHERE 
LEGILSLATION  IS  NECESSARY,  WE  ONLY  REMIND  YOU  THAT 
BUSINESS  IN  OUR  LOCAL  AREAS  IS  MORE  OF  A  COOPERATIVE 
PROCESS  THAN  A  COMPETITIVE  ONE,  AND  THAT  THE  ENVIRONMENT 
IN  WHICH  ENTERPRISE  IS  CARRIED  OUT  IN  AMERICA  SHOULD  BE 
PROFITABLE  TO  BOTH  THE  SMALL  BUSINESS  AND  THE  BANKER,  AS 
WELL  AS  TO  THE  COMMUNITIES  THEY  SERVE. 


TESTIMONY  OF 

CONSUELO  M.  POPE 

PRESIDENT  AND  CHIEF  EXECUTIVE  OFFICER 

COSMOPOLITAN  CHAMBER  OF  COMBIERCE 
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Mr.  Spratt.  Thank  you  very  much,  Ms.  Pope. 
What  we  will  do  is  take  Mr.  Olsen's  testimony  and  then  put 
questions  to  the  two  of  you  together  as  a  panel. 
Mr.  Olsen. 

STATEMENT  OF  LEIF  H.  OLSEN,  PRESmENT,  LEIF  H.  OLSEN 
INVESTMENTS,  INC.,  NEW  CANAAN,  CT 

Mr.  Olsen.  Mr.  Chairman  and  members  of  the  subcommittee,  I 
wish  to  thank  you  for  this  opportunity  to  share  some  observations 
regarding  bank  lending  and  the  current  regulatory  environment.  I 
would  particularly  like  to  express  my  appreciation  to  my  Congress- 
man, Mr.  Shavs,  for  this  invitation,  and  I  might  also  add  I  noted 
that  the  members  of  the  committee  congratulated  you  on  holding 
these  hearings  and  I  would  like  to  join  with  that. 

While  the  administration  has  spoken  up  on  taking  steps  to  ease 
some  of  the  regulatory  burden,  nevertheless  I  think  it  still  takes 
some  political  courage  in  the  light  of  bank  failures  in  recent  years 
to  step  forward  and  say  regulatoiy  responses  have  been  overdone. 
My  testimony  today  will,  at  least  in  part,  support  your  instincts  on 
this  and  demonstrate  that  a  large  part  of  the  cause  of  the  bank 
failures  has  gone  unrecognized  and  in  my  opinion  has  not  yet  been 
adequately  addressed. 

I  will  paraphrase  some  parts  of  my  testimony,  I  will  not  read  it 
in  its  entirety.  As  we  know,  business  loans  have  not  increased  in 
this  recovery.  The  economy  is  growing  but  business  loans  of  banks 
have  not  been  rising  and  this  apparent  paradox  has  raised  con- 
cerns in  Congress  and  in  the  administration  and  the  general  con- 
clusion is  everybody  has  reacted  and  imposed  undue  burdens  on 
the  banks  and  thus  restrained  bank  lending. 

I  think  there  is  a  certain  element  of  the  classic  case  of  burning 
down  the  barn  to  kill  the  mice  in  this  particular  case,  and  it  is  not 
without  some  precedent  in  history.  Similar  events  took  place  in  the 
1930's  as  well. 

Before  proceeding  further,  I  want  to  point  out  that  in  a  market 
with  historically  low  interest  rates  and  liquidity  sloshing  around, 
it  is  difficult  to  conclude  that  weak  loan  growth  is  due  to  an  unwill- 
ingness by  banks  to  lend. 

Given  the  recent  experience,  business  borrowers  and  banks  are 
more  cautious  about  debts.  But  there  are,  to  be  sure,  regulatory  re- 
straints that  have  played  a  significant  role  in  holding  down  loan 
frowth  below  what  might  otherwise  have  taken  place.  It  may  be 
iflficult  to  quantify,  and  some  analysts  have  attempted  to  do  so, 
and  I  recognize  some  of  those  studies. 

I  might  add  that  I  also  concur  with  Charles  Bowsher,  Comptrol- 
ler Greneral,  who  testified  here  on  March  17,  when  he  pointed  out 
that  in  regions  and  States  where  banks  are  relatively  strong,  the 
lending  is  more  aggressive;  and  when  you  go  into  the  weaker  areas, 
of  which  New  England  is  most  notable,  there  you  have  weak  lend- 
ing. Lending  is  especially  weak  where  banks  are  currently  subject 
to  oversight  and  close  scrutiny  by  the  regulators. 

There  are  some  missing  elements  in  the  discussion  about  how  we 
arrived  at  the  present  bank  lending  environment.  We  had,  initially, 
a  wave  of  failures  of  savings  and  loan  associations  in  the  early  part 
of  the  1980's.  That  came  about  because  of  the  weakening  of  these 
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institutions  from  1979  to  1981  when  we  had  an  inverted  yield 
curve;  that  is,  short-term  rates  were  higher  thsin  long-term  rates 
so  that  the  cost  of  funds  to  savings  and  loan  lenders  and  other 
thrifts  were  higher  than  the  return  they  were  receiving  on  mort- 
gages. Savings  and  loans  and  savings  beinks  then  began  to  reach 
out  for  other  kinds  of  lending,  notably  commercial  realestate  lend- 
ing, in  order  to  enhance  their  earnings  and  with  the  expectation 
this  would  strengthen  their  capital. 

That  inverted  yield  curve  incident  occurred  because  of  a  major 
mistake  in  economic  policies  at  the  time  when  they  were  endeavor- 
ing to  reduce  the  rate  of  inflation. 

Bank  failures  began  to  skyrocket  in  the  second  half  of  the  1980's 
following  the  historically  large  failures  in  the  savings  and  loans.  As 
the  severity  of  this  problem  became  clear,  regulators  came  under 
fire  for  failmg  in  their  role  as  examiners.  The  regulators  turned  on 
management  and  the  directors  of  problem  banks  and  the  manage- 
ment turned  on  lending  officers  and  lending  officers  today  don't  see 
much  future  in  taking  unnecessary  risks  in  making  loans. 

If  capital  inadequacy,  weaknesses  in  existing  regulations,  lax  ex- 
aminations, and  the  failure  of  bank  management  and  directors  was 
the  cause  of  the  bank  failures  in  the  1980's  and  continues  to  con- 
tribute to  those  failures,  why  did  it  suddenly  happen  in  the  1980's, 
and  particularly  in  the  second  half  of  that  decade?  Weakness  in 
these  particular  areas  of  bank  regulation  and  management  should 
have  produced  random  failures,  but  not  a  wave  of  failures  through- 
out entire  regions  and  States. 

Something  else  happened  that  has  not  been  conspicuous  in  con- 
gressional hearings  and  the  extensive  analysis  by  the  regulatory 
agencies.  The  failure  to  recognize  "that  something  else"  leaves  a 
void  in  preventing  a  repetition  of  the  problem  in  the  future.  The 
failure  to  recognize  the  common  cause  of  failures  has  led  to  "rem- 
edies" that  apply  unnecessary  regulatory  burdens  and  excessive 
capital  requirements. 

That  something  else,  that  common  cause,  was  the  sudden  souring 
of  billions  of  dollars  of  bank  loans,-  particularly  in  commercial  real 
estate.  It  came  as  a  shock  to  everyone.  The  immediate  reaction  was 
fear  and  that  is  of  course  normal  when  an  unpleasant  surprise 
takes  place.  Each  participant,  from  Congress  on  down,  heightened 
the  fear  of  the  person  in  the  line  of  responsibility.  Raising  capital 
requirements  comforts  the  regulator  and  automatically  comforts 
bank  managements.  However,  thumbnail  capital  ratios  is  a  relative 
matter.  There  is  nothing  magic  in  current  capital  ratios.  There  is 
no  evidence  that  a  given  ratio  prevents  a  bank  from  failing. 

If  the  volume  of  bad  loans  is  large  enough,  it  will  swamp  a 
bank's  capital  no  matter  how  much  capital  it  has.  The  primary  de- 
fense of  a  bank's  soundness  is  found  on  the  asset  side  of  the  bal- 
ance sheet  and  not  on  the  liability  side.  The  ability  to  generate 
earnings  sufficient  to  build  capital  as  assets  grow  is  the  next  most 
critical  function  in  creating  and  maintaining  a  sound  bank. 

In  fact,  statutory  capital  ratio  requirements  will  not  only  not  pre- 
vent failures  but  they  dictate,  of  course,  the  closing  of  a  Dank  that 
could  otherwise  survive  and  serve  its  community.  I  am  not  suggest- 
ing unwise  forbearance,  but  instead,  some  judgment  rather  than  a 
fixed  rule.  There  are  banks  that  have  survived  in  the  past  5  years 
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that  would  have  been  closed,  including  major  banks  that  would 
have  been  closed,  had  the  current  capital  ratios  been  in  effect  ear- 
lier. 

Current  capital  requirements  alone  explain  why  banks  have  not 
been  more  aggressive  lenders  today.  Now  loans  are  made  on  the 
basis  of  information.  Standard  information  includes  accounting 
data,  financial  statements,  real  estate  appraisals,  and  documenta- 
tion required  by  the  regulators  for  each  individual  borrower  or  each 
loan. 

But  this  omits  a  key  piece  of  information.  That  key  piece  of  infor- 
mation was  how  much  commercial  real  estate  was  being  financed 
in  a  given  market  area.  Such  information  would  have  shown  how 
much  commercial  real  estate  was  in  the  pipeline  leading  to  comple- 
tion and  how  it  compared  with  absorption  rates.  And  it  would  have 
shown  a  sharp  increase  in  vacancies,  spelling  nonperforming  loans 
that  were  destined  to  take  place. 

When  the  volume  of  lending  was  compared  with  the  capital  of 
banks  putting  those  loans  on  their  books,  it  should  have  set  off 
warning  signals.  No  information  is  required  by  examiners  which 
would  determine  how  much  capacity  or  how  much  product  is  being 
financed  by  all  lenders.  No  data  is  gathered  to  show  whether  excess 
lending  capacity  was  financing  an  excess  supply  of  products  or  con- 
struction that  would  ultimately  undermine  the  value  of  those  loans. 
In  the  recent  events,  every  wave  of  problem  loans  in  contrast  to 
random  problems  has  taken  place  because  banks  lacked  informa- 
tion or  did  not  focus  on  the  total  amount  of  lending  that  was  going 
on  in  a  single  industry  or  in  a  geographic  area. 

This  is  more  economics  than  accounting  and  economics  is  almost 
totally  ignored  in  the  credit  function.  Commercial  real  estate  lend- 
ing surged  in  the  1980's.  And  I  have  this  chart  that  I  included  in 
my  testimony  that  you  saw,  this  extraordinary  rise  in  commercial 
real  estate  lending.  This  data,  incidentally,  is  not  conspicuous  in 
the  data  series  that  the  Commerce  Department,  the  Bureau  of  Eco- 
nomic Analysis  or  the  Census  Bureau  produces  on  the  economy.  In 
fact,  a  great  deal  of  the  data  on  real  estate  is  gathered  privately 
and  here  we  have  data  that  was  critical  to  billions  of  dollars  of 
losses  that  took  place,  and  almost  no  one  has  focused  on  it. 

Real  estate  values  increased  in  step  with  this  rise  in  lending  and, 
of  course,  those  higher  values  encouraged  more  and  more  lending. 
It  was  a  classic  product  cycle.  Each  bank  looked  at  each  deal  in 
terms  of  the  information  provided  by  each  individual  borrower. 
Loan  information  did  not  play  up  the  fact  that  total  commercial 
real  estate  construction  in  process  was  running  far  ahead  of  de- 
mand. It  obviously  was  ignored. 

Uniquely,  the  examiners  were  in  the  best  position  to  see  this  as 
they  moved  from  bank  to  bank  and  gathered  the  data.  Simple 
arithmetic  should  have  given  them  a  total  figure  that  signaled 
trouble. 

However,  bank  examiners,  I  don't  believe,  have  on  their  checkoff 
list,  or  asked,  bank  managements  for  this  kind  of  information. 

I  recognize  that  you  will  hear  that  heads  of  the  regulatory  agen- 
cies will  insist  thev  did  warn  banks  that  excessive  commercial  real 
estate  loans  were  Being  made,  but  it  came  too  late  in  the  cycle  and 
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it  was  not  implemented  actively  enough  to  prevent  a  collapse  of 
loan  values. 

The  surge  in  real  estate  lending  seemed  to  be  a  manifestation  of 
excess  capacity  in  the  financial  services  industry,  which  is  some- 
thing that  Congress  may  wish  to  address  at  some  point  in  restruc- 
turing the  banking  industry,  something  that  has  been  discussed  a 
good  deal  in  banking. 

If  this  was  excess  capacity,  and  it  appears  it  was,  it  became  a 
particularly  complex  problem  given  the  provisions  of  deposit  insur- 
ance which  reduced  the  vigilance  of  depositors  and  heightened  the 
risk  taking  of  bank  managements  in  a  highly  diversified  financial 
services  industry,  with  multiple  State  and  Feaeral  regulations. 

Now,  higher  capital  requirements  have  also  reduced  the  lending 
capacity  of  banks.  The  statutory  fixed-capital  ratios  are  causing 
banks  to  actually  build  excess  capital  as  cushions  to  guard  against 
any  unanticipated  slippage  in  the  ratios.  Building  excess  capital 
means  keeping  the  growth  of  assets  below  the  increase  in  capital 
from  retained  earnings  and  other  sources.  This  means  slower  lend- 
ing, not  necessarily  no  lending,  but  certainlv  slower  lending. 

Now,  the  fear  of  making  mistakes  whicn  inhibits  risk  manage- 
ment has  undoubtedly,  to  a  degree,  congealed  the  normal  flow  of 
credit,  particularly  to  small  and  medium-sized  borrowers.  And  I 
would  only  emphasize  what  Mr.  Cox  pointed  out  earlier,  that  it  is 
in  the  small  and  medium-sized  business  areas  that  our  employ- 
ment growth  takes  place  and  this  is  critical  in  this  particular  recov- 
ery where  we  see  so  much  downsize  of  large  companies. 

The  present  efforts  to  ease  up  a  bit  on  tne  recently  applied  tight- 
er regulations,  including  greater  documentation,  does  not  address 
the  fear  factor.  In  fact,  fear  of  reprisal  is  still  widespread  in  bank- 
ing, and  it  suppresses  an  open  dialog  between  bankers  and  regu- 
lators and  bankers  and  Congress. 

President  Clinton  has  endeavored  to  relieve  this  problem  by  pro- 
viding for  a  review  process  when  bankers  believe  regulator  deci- 
sions have  been  wrong. 

Now,  to  ease  some  of  the  trauma  that  has  beset  banking  and 
hampered  the  normal  lending  functions  of  banks,  I  would  rec- 
ommend the  following  to  be  undertaken:  One,  I  think  the  fixed 
statutory  capital  ratios  should  be  revisited,  particularly  with  re- 
spect to  how  much  they  are  actually  impeding  loan  growth  and,  in 
some  cases,  actually  making  it  difficult  for  banks  to  grow  their  cap- 
ital. 

If  banks  cannot  increase  assets  because  they  fear  they  will  vio- 
late capital  requirements,  they  will  be  very  selective  in  tne  kind  of 
assets  that  they  acquire.  The  current  capital  ratios  are  encouraging 
banks  to  seek  fee  income,  investment  in  U.S.  Treasury  securities, 
and  other  business  activities  that  do  not  add  to  their  assets  requir- 
ing capital. 

Two,  ownership  of  stock  by  bank  managements  should  be  encour- 
aged. There  are  several  studies  I  mention  in  my  full  statement  that 
indicate  that  when  bank  managements  own  equity  in  the  banks, 
the  banks  have  performed  better.  This  is  something  that  could  even 
be  noted  in  the  bank's  performance  rating. 

Three,  information  which  includes  conditions  in  the  product  area, 
whether  commercial  real  estate  or  snowmobiles,  which  were  the 
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source  of  bad  loans  back  in  the  1970*s,  should  be  required  as  part 
of  the  documentation  supporting  loans.  It  should  be  reviewed  by  ex- 
aminers. 

Four,  Congress  should  also  review  what  I  call  the  bounty  hunter 
mentality  that  now  exists  in  the  relationship  between  regulators  in 
the  field  and  the  bankers  over  whom  they  nave  jurisdiction.  Presi- 
dent Clinton's  proposed  review  process  should  be  enforced  to  elimi- 
nate the  adversarial  attitudes  of  bank  regulators  toward  bank 
managements. 

The  cost  of  regulation  should  be  reviewed  to  determine  whether 
they  are  so  high  as  to  be  counterproductive.  Banks  with  high  regu- 
latory costs,  high  capital  requirements  may  have  difficulty  in  gen- 
erating earnings  in  its  core  lending  business  sufficient  to  maintain 
capital  ratios  and  to  build  capital  further. 

Loans  to  business,  I  believe,  will  increase  more  rapidly  as  eco- 
nomic growth  continues  but  some  of  it  may  come  from  nonbank 
sources  because  of  the  problems  of  the  banks. 

This  is  not  the  first  time  that  trauma  has  changed  the  banking 
business.  The  double  digit  interest  rates  that  created  huge  losses 
on  the  books  of  banks  during  the  years  from  1979  to  1981  intro- 
duced permanent  and  sweeping  changes  in  interest  rate  risk  man- 
agement in  all  financial  institutions.  And  I  only  mention  it  in  clos- 
ing because  the  shifts  in  risk  management  actually  caused  banks 
to  give  up  significant  earnings  to  the  marketplace  as  they  matched 
the  maturity  of  assets  and  liabilities  and  hedged  interest  rate  risks 
further. 

It  was  a  self-purchased  insurance  policy  and  as  banks  gave  up 
interest  rate  risk,  they  took  on  more  credit  risk  and  this  was  recog- 
nized by  manv  observers  of  the  banking  industry  as  far  back  as  the 
early  1980's  tnat  this  was  likely  to  take  place. 

Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Olsen  follows:] 
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Mr.  Chairman  and  Members  of  the  Subcomminee.  I  wish  to  thank  you  for  this 
opportunity  to  share  some  observations  regarding  bank  lending  and  the  current  regulatory 
environmcQt.  I  was  for  some  jcars  up  to  1985,  Citibanks  Chief  Ecouoiuisi,  CiiaixiUdii  of  iis 
Economic  Policy  Committee  and  a  member  of  its  Senior  Polic>'  Comminee.  I  now  manage  an 
economic  consulting  firm  and  investment  advisory  services  in  the  management  of  fLxed  income 
securities. 

Business  loans  by  banks  have  not  increased  in  this  recovery.  The  economy  is  grov»-ing, 
inventories  iose  iu  die  tiist  quattei,  but  business  loans  at  banks  me  not  rising.   Tliis  appaieiU 
paradox  has  raised  concerns  in  Congress  and  the  /Administration.    The  general  conclusion  is  that 
everybody  has  overreacted  to  the  recent  wave  of  bank  failures,  and  newly  legislated  bank 
regulations  have  imposed  an  undue  burden  on  banks  ana  tiius  restrained  lending.  Now  there  is  a 
concerted  effort  to  lighten  up  on  regulation  within  cenain  Umits  to  see  if  lending  will  increase. 
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Bcfujc  prucccding  Turiher,  I  would  point  out  thai  in  a  market  with  historically  low  interest 
rates  and  liquidity-  sloshing  around  it  is  difficult  to  conciuas  that  weak  loan  growth  is  due  to  an 
unwillingness  by  banks  to  lend.    What  is  more  likely  is  that  given  recent  experience  business 
borrowers  and  banks  are  more  cautious  about  debt.  There  are.  to  be  sure  regulatory  restraints  that 
have  played  a  signliicam  role  in  holding  loan  growth  below  what  might  otherwise  have  taken 
plate.  It  is  difficult  to  quantify.  However,  there  are  some  missing  elements  in  the  discussion 
about  how  we  arrived  at  the  present  bank  lending  en\'ironment. 

To  place  my  obser\'ations  in  perspective,  permit  me  to  provide  a  capsule  description  of 
what  happened  in  the  1980s.  Tnc  wave  of  savings  and  loan  failures  were  in  large  pan  due  to  the 
weakening  of  thrift  instimtions  from  1979  to  1981  as  shon-ierm  interest  rates  rose  substantially 
above  long-term  rates.  The  cost  of  funds  to  these  lenders  climbed  above  the  rates  of  rerum  on 
their  assets  which  consisted  almost  entirely  of  residential  mortgages.  This  happened, 
incidentally,  because  of  a  major  mistake  in  economic  policies  at  that  time  in  trying  to  reduce  the 
rate  of  inflation.  That  is  not  the  subject  of  these  hearings,  out  it  does  point  up  the  responsibiiiiies 
of  government  m  creating  favorable  or  unfavorable  conditions  for  the  maintenance  of  sound 
financial  institutions. 

.■\s  short-term  rates  declined  in  1981  and  1982.  these  savings  institutions  embarked  on  an 
increase  in  loans  to  commercial  real  estate  developers.  Such  lending  offered  higher  earnings  but 
sigmficantiy  higher  risks.  I  would  separate  the  problems  cf  thnfts  from  banks,  although  both 
institutions  realized  huge  losses  m  the  same  lending  area,  namely,  commercial  real  estate. 
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Bank  failures  began  to  skyiuckei  in  ihe  secund  halfui"  the  1980:>  fuiluwing  ihe 
historicallv  large  failures  in  savings  and  loans.  As  the  seventy  of  the  problem  became  clear, 
regulators  came  under  fire  for  failing  in  their  role  as  examiners.    The  regulators  turned  on 
management  and  the  directors  of  problem  banks.  The  management  turned  on  lending  officers. 
Lending  officers  now  sec  no  future  in  taking  on  unnecessary  risks. 

The  iiuuibci  and  ihc  lutai  iuacla  uf  ntilcU  b<uik;>  iu  leceut  yeais  is  of  liistoric  propoitioiis. 
According  to  the  General  Accountinc  Office  in  the  46  years  prior  to  1979  a  total  of  558  banks 
failed  at  a  cost  of  S 1 41. 3  million  to  the  FDIC.  From  1980  through  1991,  1.382  banks  have 
failed  at  a  cost  to  the  insurance  fund  of  S35  billion.    Howe\'er.  it  is  noteworthy  that  nearly 
three-fourths  of  these  failures  took  place  after  1985. 

If  capital  inadequacy.  \vt:iikucs:>  in  caI^Uii^  icgulaliuiii,  lax  exauiiuatioiis  and  the  failuic 
of  bank  management  and  directors  w"as  the  cause  of  the  bank  failures,  why  did  all  this  suddenly 
happen  in  the  1980s  and  particularly  in  the  second  half  of  that  decade?  Weakness  in  these  areas 
of  bank  regulation  and  management  should  have  produced  random  failures  and  not  the  wave  of 
problem  banks  and  bank  failtircs  through  entire  states  and  regions.  Something  else  happened  that 
hdb  nui  been  cun^spicuuws  in  Cout^c»MUiial  hc<uiiigii  aud  the  extensive  analysis  by  tlic  regulatory 
agencies.  The  failure  to  recoenize  "that  something  else"  leaves  a  void  in  preventing  a  repetition 
of  the  problem  in  the  fiiture. 

The  "something  else"  was  the  sudden  sounng  of  biJlion  of  dollars  of  bank  loans, 
parricularly  in  commercial  real  estate.  It  came  as  a  shock  to  everyone.    The  immediate  reaction 
„^  rear.  Tliat  is  noiinal  when  an  'jnpicasant  surprise  takes  place.   Each  panieipant  from 
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Congress  on  down  heightened  the  fear  of  the  next  person  in  the  line  of  responsibility.    Raising 
capital  requirements  comforts  the  regulator  and  automaticailv  comforts  bank  managements. 
However,  tliumbnail  capital  ratios  is  a  relative  matter.  There  is  nothing  magic  in  current  capital 
ratios.    There  is  no  evidence  that  a  given  ratio  prevents  busks  from  failing.  If  the  volume  of  bad 
loans  is  large  enough  it  will  swamp  a  bank's  capital,  no  matter  how  much  capital  it  has.  The 
primar>-  defense  of  a  bank's  soundness  is  found  on  the  asset  side  of  the  balance  sbeei  and 
not  the  liability  side.  The  ability  to  generate  earnings  sufficient  to  build  capital  as  assets 
grow  is  the  next  most  critical  function  in  creating  and  maintaining  a  sound  bank. 

In  fact,  statutory-  capital  ratio  requirements  will  not  only  prevent  failures  but  they  dictate 
closing  a  bank  that  could  otherwise  survive  and  serve  its  community.  I  am  not  suggesting  unwise 
forbearance  but  iimead  some  judgement  rather  ihan  a  fixed  rule.  There  arc  banks  liiai  have 
survived  in  the  past  five  years  that  would  have  been  closed  if  current  capital  ratios  had  then  been 
in  effect.  Current  capital  requirements  alone  explain  why  banks  have  not  been  more  aggressive 
lenders  today. 

Loans  are  made  on  the  basis  of  information.  Standard  information  includes  accoimting 
data,  financial  statements,  real  estate  appraibab,  and  ducuiucuuoiuu  icqulicd  by  leguiaiois  foi 
cdch  individual  borrower  or  each  loan.  This  omits  a  kev  piece  of  information.  That  key  piece  of 
information  was  how  much  commercial  real  estate  was  being  financed  in  a  given  market  area. 
Such  information  would  have  shown  now  much  commercial  real  estate  \va$  in  the  pipeline 
leading  to  completion  and  how  ii  compai'ed  ^^^th  ranning  absorption  rates.  It  would  have  shown 
thai  a  ^l^t^p  increase  in  vacancies  speiiins  nonpcrforming  loans  was  destined  to  take  place. 
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When  ihe  vulume  oi'  lending  wds  cumpaxed  with  the  capital  of  banics  putting  those  loans  on  iheir 
books,  it  should  have  set  off  wamine  signals. 

No  information  is  required  by  examiners  which  would  determine  how  much 
capacity  or  how  much  product  is  being  financed  by  all  lenders.  No  data  was  gathered  to  show 
whether  excess  lending  capacity  was  financing  an  excess  supply  of  products  or  construction. 
Every  wave  of  problem  loans,  in  contrast  to  random  problems,  has  taken  place  because  banks 
lacked  information  or  didn't  focus  on  the  total  amount  of  lending  that  was  going  on  in  a  single 
industry  or  a  geographic  area.    This  is  more  economics  than  accounting,  and  economics  is 
almost  ignored  in  credit  functions. 

Commercial  real  estate  lending  surged  in  tiie  1980s  as  shown  in  the  accompanying  chart. 
Real  estate  values  increased  in  step  with  this  rise  in  lending  and  encouraged  more  and  more 
lending.  It  was  a  classic  product  c^'cle.  Each  bank  looked  at  each  deal  in  terms  of  the 
information  provided  by  the  borrower.  That  information  did  not  play  up  the  fact  that  totaJ 
commercial  real  estate  construction  m  process  was  running  far  ahead  of  demand.  It  obviously 
was  ignored.  The  examiners  were  in  the  best  position  to  see  this  as  they  moved  from  bank  to 
bank.  Simple  arithmetic  should  have  given  them  a  total  figure  that  signaled  u-ouble. 

I  recogmze  that  the  heads  of  reauiaiorv  agencies  will  insist  that  thev  did  warn  commercial 
banks  that  excessive  commercial  lending  was  taking  place.  However,  such  ■warnings  came  late  in 
the  cycle  or  they  were  not  implemented  in  such  a  omeiy  fashion  as  to  prevent  the  collapse  of  loan 
values. 
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The  surge  in  real  estate  lending  in  the  1980s  seems  lo  be  ihe  manifestation  of  excess 
capacirv  in  the  financial  services  industry.  WTiile  non-bank  financial  competitors  have  crowded 
into  competition  with  banks  over  the  past  thirt}-  years,  the  real  estate  lending  binge  has  occurred 
many  times  before  in  history.  The  Florida  land  boom  is  the  best  kno\vn  episode.  It  also 
h^pened  with  the  sudden  growth  of  real  estate  investment  trusts  in  the  early  1970s.  It  is  a 
wonder  thai  lenders  fail  lo  learn  liom  history'. 

Excess  lending  capacity  became  a  particuiariv  comple.x  problem  given  the  provision  oi 
deposit  insurance  which  reduced  the  vigilance  of  depositors  and  heightened  the  risk  taking  of 
bank  managements  in  a  highly  diversified  financial  services  industry  with  multiple  state  and 
federal  regulations  and  multiple  agencies.  Restrictions  on  some  kinds  of  activities,  such  as 
Jepu^il  gathering,  bul  nu  restrictionij  on  compeiing  for  luani  treaLes  unsuapetling  pitfalls  in  the 
competition  for  commercial  real  estate  loans. 

Higher  capital  requirements  have  also  reduced  the  lending  capacity  of  banics.  The 
statutory  fixed  coital  ratios  are  causing  banks  to  build  excess  capital  as  a  cushion  to  guard 
against  any  unanticipated  slippage  in  the  ratios.    Building  excess  capital  means  keeping  the 
gruwdi  urai>M;l:>  bubjcvl  Lu  capiLal  bciuw  iic  Lii(,rcu&c  in  wapiLol  Hum  icuuncU  caiiiiugs  and  udicr 
sources.  This  means  slower  lendine.  not  necessarilv  no  lending. 

Commercial  real  estate  lending  was  not  the  only  source  of  trouble.  The  normal  run  of 
not  complying  strictly  by  the  rules  was  taking  place,  and  there  were  non  real  estate  related  loan 
problems  as  well.  But  when  we  look  around  the  world,  we  ilnd  that  the  number  of  problem 
banks  in  industrial  countries  increased  ai  die  same  tunc  it  was  happening  in  the  U.  S.  .\nd  these 
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banks  were  removed  ftom  our  regulator>-  agencies.    The  most  common  problem  in  these  foreign 
banks  was  commercial  real  estate,  some  located  in  the  U.  S  and  some  elsewhere  in  the  world.  It 
seems  that  one  of  the  problems  that  besets  real  estate  investment  is  knowing  how  much  is  enough 
and  how  much  is  too  much. 

Fear  of  making  mistakes,  which  ii±ibits  risk  management,  has  undoubtedly  in  a  degree 
congealed  the  normal  flow  of  credit  particularly  to  small  and  medium  sized  borrowers.  The 
present  efforts  to  ease  up  a  bit  on  the  recendy  apphed  tigliter  regulations,  inciudine  greater 
doctmientation.  does  not  address  the  fear  factor.  In  fact,  fear  of  reprisal  is  still  widespread  in 
banking  and  suppresses  an  open  dialogue  between  bankers  and  regulators  and  bankers  and 
Congress. 

President  Clinton  has  endeavored  to  relieve  this  problem  by  providing  for  a  review 
process  when  bankers  belie\e  regtilator  decisions  have  been  wrong.  The  process  includes  an 
"assurance  that  neither  banker  nor  examiner  will  be  subject  to  retribution  as  a  result  of  an 
appeal." 

To  ease  some  of  the  trauma  that  has  beset  banking  and  hampered  the  normal  lending 
functions  of  banks  the  following  should  be  undertaken; 

1.  Fixed  statutory  capital  ratios  should  be  revisited.  If  banks  can't  increase  assets  because 

of  fear,  they  will  \aolate  capiiai  requirements,  they  will  be  ven'  selective  in  the  kind  of  assets 
diey  acquire.  It  is  currently  erxouraging  banics  to  seek  fee  income  and  b-jsmess  acuvities  that  do 
not  add  to  assets  requiring  capital. 
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2.  Owneiship  o/  slock  bv  bauk  uiauagcmcrUi.  shuulil  be  encyuraged;  to  a  larger  exient  thai 

is  currently  the  case.  Ownership  does  wonders  in  promoting  eood  pertbrmance  among  banks. 
This  is  supported  by  a  study  done  by  Northwestern  L'niversity  at  the  request  of  Commental 
Bank.  Solomon  Brothers  in  a  less  elegant  study  reached  the  same  conclusions.    We  would  add 
that  compensation  for  bank  directors  should  also  be  linked  to  some  set  of  performance  standards 
that  bedauces  profits  "with  soundness. 

3.  Information  which  includes  conditions  in  the  product  area  whether  it  is  commercial  real 
estate  or  snowmobiles  (an  area  of  loans  went  bad  in  the  1970s),  should  be  required  as  part  of  the 
documentation  supporting  loans.  .And  it  should  be  reviewed  by  examiners.  This  does  not  mean 
it  is  not  now  part  of  documentation.  Many  banks  as  part  of  their  credit  policies  require  such 
InTunnaciun. 

4.  Congress  should  re\-icw  the  "bounty  hunter"  mentality  that  now  exists  in  the  relationship 
between  regulators  in  the  field  and  the  bankers  over  whom  they  have  jurisdiction.    These  field 
regulators  are  not  likely  to  be  second-guessed  by  their  supenors.  Individual  bankers  do  not  have 
an  appeal  process  free  of  intimidation  by  the  field  agent.  Working  ^vith  private  law  firms  who 
icccivc  fees  iruiii  the  leguiatoiy  agencies,  the  field  agent  can  go  after  bankers'  personal  assets, 
whose  only  crime  in  many  cases  was  not  knowing  in  advance  that  real  estate  values  in  his  market 
•irea  would  decline  by  50%. 

5.  President  Clinton  s  proposed  review  process  should  be  entbrced  to  elitmnate  the 
adversarial  attitudes  of  bank  recuiators  toward  bank  manaeements. 
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6.  The  cost  of  regulation  should  be  reviewed  iv  determine  whedier  they  are  so  high  as  to  be 

counterproductive.  Banks  uith  reguiator>-  high  costs,  high  capital  requirements,  may  have 
difficult}'  in  generating  earnings  in  its  core  lending  business  sufficient  to  maintain  capital  ratios 
and  build  capital  further.  Jerr>'  L.  Jordan  ui  a  recent  address  on  banlc  regulations  noted  that  the 
costs  of  regulatory  requirements  ranee  from  6%  to  14%  of  commercial  banks'  non-interest 
expense.  That  is  a  \vidc  di3crcpanc>- m  estimates.  I  lis  source  was  the  fedcrai  Finaneial 
Instimiions  Council.  In  any  event  the  collar  expense  works  out  to  between  S7.9  billion  $1 8.3 
billion  and  compares  with  1992  earnings  of  $32.2  billion  earnings  for  the  industry.  Congress 
should  determine  if  regulations  are  interfering  with  the  real  source  of  capital  strength,  namely 
earnings. 

Loans  to  business  will  increase  more  rapidly  as  economic  growth  continues.   Some  of  it 
may  come  from  non-bank  sources.   The  events  of  recent  years  have  partially  closed  traditional 
bank  lending  to  some  kinds  of  borrowers.  Banking  has  changed,  but  it  has  not  depancd  from  the 
business  of  maJcing  loans  to  business.  The  recent  loan  problems  and  new  capital  ratios,  naturally 
led  to  more  conservative  lending  terms.  Some  marginai  borrowers  who  were  extended  credit 
easily  a  few  years  ago  can't  qualify-  today.  Some  high  leverage  loans  that  were  around  earlier  are 
just  not  offered  any  more,  and  real  estate  loans  will  carry  high  rates  and  stiff  terms  for  a  long 
time  to  come,  if  for  no  otlier  reason  than  the  regulators  arc  insisting  on  such  credit  conditions. 
This  is  not  the  first  time  trauma  has  changed  the  banking  busmess.  The  double  digit 
interest  rates  that  created  huge  losses  on  the  books  of  banks  during  the  Carter  years  from  1979  to 
1981.  introduced  permanent  and  s^veepina  changes  in  interest  rate  nsk  marwgement  m  .^11 
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financial  institutions.  Incidentally,  the  shift  in  risk  management  meant  that  banks  mttli;hcd 
maturities  of  assets  with  liabilities  and  hedged  interest  rate  risks  even  with  a  significant  spread 
between  long  and  short-term  rates.   This  has  reduced  bank  earnings  in  the  1980s  and  may  have 
been  a  factor  in  the  excessive  real  estate  risk.  In  other  words,  banks  reduced  interest  rate  risk 
after  the  experience  in  the  late  1970s  and  early  i980s  and  took  on  more  credit  risk  instead. 
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Mr.  Spratt.  Mr.  Olsen,  Ms.  Pope,  what  I  think  I  will  propose  to 
do  is  I  will  give  the  members  of  the  panel  who  have  sponsored 
these  two  witnesses  the  opportunity  to  ask  questions  first,  so  I  will 
turn  to  Mr.  Rush  first  and  then  to  Mr.  Shays.  Mr.  Rush. 

Mr.  Rush.  Thank  you,  Mr.  Chairman. 

Mr.  Olsen,  the  bounty  hunter  mentality  that  you  spoke  of  earlier. 
I  have  heard  bankers  in  my  district  in  the  city  of  Chicago.  They 
have  talked  most  vividly  about  this  type  of  mentality  between  the 
regulators  and  the  banks  themselves,  especially  as  it  relates  to 
community  reinvestment,  the  Community  Reinvestment  Act,  the 
CRA  requirements.  They  indicated  that  regulators  are  looking  for 
quantity,  not  quality;  that  they  are  looking  for  forms  and  not  loans; 
they  are  looking  for  reports  of  any  frivolous  activity,  most  of  it  is 
frivolous  between  the  banking  institutions  and  the  regulators. 

Can  you  address  that  a  bit  more,  particularly  as  it  relates  to 
CRA?  Do  you  think  there  is  a  legitimate  bounty  hunter  relationship 
that  the  regulators  have  as  it  relates  to  the  bank's  CRA  provisions 
and  progprams? 

Mr.  Olsen.  Yes,  if  I  understand  your  question  correctly.  There 
has  been  a  great  deal  written  about  this.  Some  was  in  the  Wall 
Street  Journal  recently  in  an  article  entitled  "Regulators  from 
Hell,"  which  you  may  have  seen  so  I  won't  go  into  the  details  of 
that,  and  I  can  tell  my  share  of  anecdotes,  too.  But  the  point  you 
are  asking  is  that  if  you  instill  this  kind  of  fear  in  banks,  in  bank 
managements,  rather,  there  is  no  question  but  that  it  is  going  to 
filter  down  through  the  organization  in  such  a  way  as  to  reduce 
risk  taking,  and  banking  is  risk  management.  And  as  intimidation 
filters  down,  then  lending  officers  throughout  the  institutions  are 
not  going  to  take  on  any  loans  which  they  feel  are  risky. 

Now,  I  want  to  add  a  footnote  to  this.  Some  years  ago  in  the 
early  1970's,  there  was  a  Member  of  this  House,  Congressman 
Wright  Patman,  who  criticized  the  banks  because  they  did  not  have 
enough  losses.  And  he  said  this  because  he  did  not  think  banks 
were  taking  on  enough  risk  and  were  not  serving  their  markets 
adequately.  And  he  had  a  point  in  that  regard. 

Now,  if  you  reverse  that  now  and  you  say  you  have  had  too  many 
losses,  you  are  clearly  going  to  get  a  restraint  on  lending  in  that 
area  where  probably  lending  is  needed  the  most,  where  there  is 
great  risk,  that  is  in  small  business,  it  is  in  the  CRA  area,  there 
is  no  question  about  it.  And  that  activity  will  be  hit  harder,  in  fact, 
than,  obviously,  some  other  lending  areas  of  the  bank. 

Mr.  Rush.  Do  you  think  that  by  lessening  the  adversarial  men- 
tality, the  bounty  hunter  mentality,  that  that  will  have  the  effect 
of  creating  a  better  flow  of  loans  to  CRA-defined  communities? 

Mr.  Olsen.  I  definitely  think  it  will.  What  exists  now,  in  terms 
of  that  bounty  hunter  expression  that  I  am  using,  is  that — and 
President  Clinton  is  endeavoring  to  address  this  also — is  that  the 
bank  management  faces  a  regulatory  agent  that  has  responsibility 
for  that  particular  bank  and  has  no  opportunity  to  appeal  to  that 
agent's  senior  officer. 

And  all  the  way  up  through  the  system,  no  one  wants  to  interfere 
with  the  field  agent's  dealings  with  that  bank  for  fear  of  subse- 
quently being  criticized  for  having  done  something  improper  in  that 
regard.  So  there  is  no  review  process. 
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And  when  you  have  no  appeal  or  no  review  process  taking  place, 
then  you  create  an  environment  in  which  you  can  have  abuse  with 
regard  to  carrying  that  intimidation  too  far  and,  therefore,  imped- 
ing the  extension  of  normal  credit  and  particularly  impeding  credit 
in  areas  where  there  is  high  risk. 

Mr.  Rush.  Thank  you. 

Ms.  Pope,  Connie,  how  are  you?  Mr.  Olsen  said  something  that 
I  have  talked  about  quite  often  and  I  am  sure  you  share  this  opin- 
ion also. 

This  fact,  rather,  is  that  small  businesses  and  medium-sized 
businesses  serve  to  employ  a  majority  of  American  people.  That  is 
a  given. 

In  central  city  areas,  minority  communities,  there  is  more  serious 
unemployment  problems,  much  more  serious,  you  know,  unemploy- 
ment problems  at  a  depression  level  simply  because  there  are  a 
lack  of  small  businesses. 

There  is  a  relationship  between  the  lack  of  small  businesses — 
and  I  remember  you  so  vividly  a  year  or  so  ago,  we  had  a  discus- 
sion about  whether  minorities  wanted  to  go  into  business  or  wheth- 
er minorities  could  go  into  business  because  of  the  lack  of  loans. 

Could  you,  more  vividly,  give  this  committee  some  indication  of 
the  problem  in  terms  of  minorities  having  an  opportunity  to  get 
loans  to  go  into  business?  You  process — not  process  applications, 
but,  in  fact,  you  do  work  with  a  lot 

Ms.  Pope.  Helping  to  develop  business  plans  and  helping  to  walk 
through  the  quagmire  of  paperwork,  not  just  at  the  bank  hut  most 
oft^n  with  the  Small  Business  Administration,  because  that  is  often 
a  requirement  before  a  bank  will  do  the  loan  that  we  are  rec- 
ommending if  SBA  will  provide  the  guarantee — or  the  paperwork 
that  will  be  associated  with  one  or  another  of  our  local.  State,  or 
city  bank  financing  programs. 

We  are  very  much  involved  in  providing  that  kind  of  assistance 
to  the  entrepreneur  that  is  seeking  financing.  Often  the  entre- 
preneur usually  knows  the  product,  knows  the  particular  service; 
and  we  are  going  to  see  a  lot  more  of  this,  as  we  have  seen,  par- 
ticularly in  our  community,  the  downsizing  of  large  corporations 
and  the  interest  in  people  who  are  walking  out  of — not  walking  out, 
but  right-sized  out  of  their  jobs  into  becoming — be  more  entre- 
preneurial, a  source  of  supply  of  services  and  goods  to  those  forms 
of  businesses.  They  are  going  to  be  in  service  areas;  however,  they 
are  going  to  be  in  emerging  technical  areas.  They  are  going  to  be 
in  health  care  areas. 

They  are  going  to  be  in  areas  that  tend  to  be  fairly  new  to  every- 
one so  that  everybody  is  still  learning.  And  we  know  that  our  bank- 
ers have  some  difficulty,  as  it  is,  in  lending  in  areas  that  they  don't 
know  too  well;  and  now  there  are  whole  industries  that  they  won't 
know  too  well. 

So  there  is  all  the  need  to  provide  those  kinds  of  supports  to  help 
business  do  business*  job,  which  is  to  provide  goods  and  services 
and,  in  that  process,  to  create  an  expanding  job  base.  And  you  are 
absolutely  right,  that  is  a  critical  need  in  our  communities. 

And  what  is  particularly,  I  think,  gratifying  to  me  is  that  there 
is  some  potential  that  we  are  seeing  in  some  of  these  new  areas 
to  expand  even  more  entry  level — ^new  kinds  of  jobs  but  more  entry 
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level  types,  while  we  are  looking  at  the  need  for  more  technical 
skills  as  well. 

But  the  flow  of  capital,  the  lifeblood  of  the  business,  is  the  bot- 
tom line  whether  those  things  happen  or  not. 

Mr.  Rush.  On  an  annual  basis,  approximately  how  many  clients, 
customers,  cases,  do  you  at  the  Cfosmopolitan  Chamber  of  Com- 
merce deal  with? 

Ms.  Pope.  We  touch  at  least  1,000  folks  a  year.  But  we  are  look- 
ing at,  first  of  all,  a  declining  number.  And  I  would  say  5  years  ago 
that  it  was  300  or  400  folks  [loan  applicants]  coming  through  our 
organization.  And  keep  in  mind  that  there  are  other  organizations 
in  our  community  seeing  an  equal  number. 

But  last  year  that  number  was  down  to  less  than  100,  and  the 
actual  number  of  deals  that  were  completed  and  were  approved 
were  less  than  30.  And  imfortunately,  for  the  first  time,  because  we 
work  a  lot  with  women-owned  businesses  as  well,  we  actually  saw 
more  women-owned  businesses,  nonminority,  in  terms  of  dollar  ap- 
provals for  loans  than  we  did  minority. 

Mr.  Rush.  What  impact  would  CRA — let  me  rephrase  this.  Right 
now  CRA  doesn't  cover  commercial  loans.  Extending  provisions  of 
CRA  to  cover  commercial  loans,  would  that  have  a  positive  or  nega- 
tive affect? 

Ms.  Pope.  If,  in  fact,  this  is  what  we  have  discussed  with  our 
banks,  if  those  businesses  are  truly  bankable,  our  banks  have 
asked  us  to  bring  deals  to  them.  But  they  have  asked  that  they  be 
good  deals.  And  the  definition  today  of  what  is  a  good  deal  is  dif- 
ferent from  what  it  used  to  be.  Even  the  Small  Business  Adminis- 
tration's requirements  we  have  seen  change  over  the  years.  And 
you  know  I  have  been  doing  this  for  over  20  years. 

Mr.  Spratt.  Thank  you,  Mr.  Rush. 

Mr.  Shays. 

Mr.  Shays.  Thank  you.  Thank  you  very  much. 

Ms.  Pope,  I  would  love  you  to  comment  on  a  statement  you  made 
during  your  presentation.  You  said,  "During  the  past  decade,  we 
have  seen,  however,  a  'survival  of  the  fittest  mentality  at  work  in 
Government  which  no  longer  wished  to  serve  as  a  catalyst,  support- 
ing the  growth  of  our  job  base  through  small  business  develop- 
ment." 

Can  you  put  that  in  some  context  for  me?  Because  it  seems  to 
me  we  do  want  the  fittest  to  survive.  What  concerns  me  about  this 
credit  crunch  is  that  even  those  that  are  fit  aren't  surviving. 

Maybe  you  could  put  in  context  how  you  mean  this? 

Ms.  Pope.  It  is  referring  back  to  the  time  when  there  were  net- 
works. There  were  underpinnings  for  not  just  business.  I  have  seen 
this  in  other  areas  as  well. 

Jobs  training  is  another  one  that  we  are  extremely  concerned 
about  in  terms  of  the  changes  that  have  taken  place  in  the  way 
Government  supports  the  effort  in  the  community  to  have  some  im- 
pact on  its  own  economy,  so  that  there  was  a  time  when,  through 
the  Department  of  Commerce,  through  Housing  and  Urban  Devel- 
opment, through  a  variety  of  ways  Government  agencies  impacted 
on  the  community.  There  were  resources  available  to  support  the 
development  of  small  business  as  these  kinds  of  efforts  were  being 
made  of  the  like,  the  development  and  growth  of  small  businesses 
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within  the  community.  And  it  was  really  in  the  inner  city  like  Chi- 
cago where  we  see  so  much  of  our  businesses,  established  busi- 
nesses, tend  to  shift  away  from  where  the  job  base  is  and  outside 
of  the  perimeters  of  the  city  for  a  whole  variety  of  reasons  that  we 
don't  need  to  get  into,  that  there  needs  to  be  a  continuing  flow  and 
development  of  businesses  that  are  located  within  the  city;  and  the 
support  for  those  businesses  is  not  there. 

Mr.  Shays.  I  have  always  viewed  loans  to  small  businesses  and 
outreach  to  minority  owned  small  businesses  not  as  loans  given  to 
people  who  can't  survive  but  basically  loans  given  to  people  who 
don't  have  the  resources  but  if  given  the  chance  could  prove  to  be 
very  fit. 

Am  I  incorrect  in  making  the  assumption  that  what  we  are  try- 
ing to  do  in  Government  for  small  businesses,  particularly  minority 
owned  small  business,  is  to  give  individuals  who  don't  have  nec- 
essarily the  resources  or  maybe  even  some  of  the  historic  success 
rate,  giving  them  an  opportunity  but,  if  we  do  that,  we  will  find 
that  they  are,  in  fact,  very  fit  and  able  to  survive? 

Ms.  Pope.  I  think  the  category  that  Congressman  Rush  asked  me 
about,  the  numbers  of  people  we  see,  we  see  a  huge  number  of  peo- 
ple that  go  through  particularly  our  educational  and  training  pro- 
grams. Many  of  those  people  discover  in  that  process  that  this  is 
not  a  good  time  for  them  to  become  business  owners.  They  are  not 
potential  entrepreneurs.  And  we  consider  that  a  service  as  much  as 
a  service  that  we  provide  to  those  who  do  go  into  business. 

So,  no,  I  am  talking  about  people  with  potential.  As  I  said  in  my 
statement,  people  there  were  asked,  "Is  there  clearly  a  market  po- 
tential?" We  are  not  interested  in  trying  to  help  someone  fail. 

Mr.  Shays.  It  seems  to  me  that  your  survival  of  the  fittest  anal- 
ogy is  implying  that  we  are  looking  to  the  people  with  the  best 
track  records  in  the  past  and  not  necessarily  the  best  potential. 

Ms.  Pope.  It  refers  to  expecting  that  everyone  can  make  it  on  his 
or  her  own  efforts  without  any  support  available.  And  I  think  we 
know  in  the  history  of  this  country  that  there  have  been  all  kinds 
of  supports  provided  to  all  kinds  of  industries  and  businesses  as  a 
wav  to  keep  the  country  competitive  and  keep  various  businesses 
in  business. 

Mr.  Shays.  You  gave  what  I  thought  was  an  astounding  low  sta- 
tistic of  the  number  of  minority  owned  businesses  in  this  country. 

Ms.  Pope.  It  is  astounding  to  all  of  us. 

You  said  minority  or  African-American? 

Mr.  Shays.  African -American. 

Ms.  Pope.  We  are  looking  at  0.5  percent. 

Mr.  Shays.  Not  5  percent  but  0.5  percent? 

Ms.  Pope.  Half  of  a  percent.  We  have  seen  a  decline  in  the  rela- 
tionship of  our  businesses  and  all  businesses  in  America.  And  it  is 
frightening  us. 

Mr.  Shays.  I  didn't  realize  how  low  it  was,  and  I  appreciate  you 
pointing  that  out  again. 

Mr.  Olsen,  as  always,  it  is  a  pleasure  to  have  you  talk  about  this 
issue  and  so  many  others.  I  am  struck  with  a  number  of  reactions. 
One  is  you  talk  of  the  economy  growing  and  loans  and  yet  banks 
aren't  expanding  their  loans. 
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For  that  to  happen,  are  we  just  looking  at  people  going  to  alter- 
native sources  to  get  capital? 

And  I  might  just  say  to  you  that  I  have  been  to  two  car  dealer- 
ships who  are  doing  well  in  the  Fourth  Congressional  District,  and 
both  of  them  have  had  to  go  to  alternative  sources  to  fund  their 
purchase  of  inventory  of  cars. 

Mr.  Olsen.  That  is  exactly  what  will  happen  when  the  tradi- 
tional source  of  credit  to  auto  dealers  or  any  small  business  is  cur- 
tailed. Markets  will  develop  innovations.  And  what  makes  that  sig- 
nificant is  that  the  market  is  saying  that  the  borrower  is  credit- 
worthy but  the  traditional  lender  is  imwilling  to  make  the  loans, 
and  so  the  market  steps  in  and  provides  it. 

Mr.  Shays.  At  a  higher  interest  rate? 

Mr.  Olsen.  It  may  be  at  a  higher  interest  rate.  But  for  some 
marketers,  the  innovation  is  costly  to  find.  And  in  some  cases,  this 
is  not  a  perfect  solution.  In  some  markets,  it  doesn't  happen  at  all. 

Mr.  Shays.  And  it  strikes  me  that  some  people  may  be  able  to 
identify  those  alternative  sources,  and  others  may  not  have  the  ca- 
pacity. 

One  of  the  things  that  has  struck  me  in  terms  of  our  building 
of  capital  reserves  is  that,  in  essence,  we  told  banks  to  call  in  their 
good  loans  to  cover  their  bad  debt. 

And  I  am  struck  with  the  fact  that  if  they  are  doing  that,  they 
are  simply  not  making  money  or  making  as  much  money  as  they 
could  to  become  sounder. 

Mr.  Olsen.  I  think,  in  some  cases,  the  banks  are  not  making 
their  money  in  what  I  would  call  their  core  business.  And  as  we 
know,  the  present  differential  between  high  and  longer  term  rates 
and  very  low  short-term  rates,  the  spread,  has  encouraged  security 
purchases  by  banks,  because  there  is  an  attractive  rate  of  return, 
particularly  if  you  are  buying  Government  securities  because  there 
is  no  capital  requirements  for  the  Grovernment  securities. 

And  the  question  I  raise  is  that,  when  that  yield  curve  begins  to 
straighten  out  and  flatten  out,  which  it  must  if  the  economy  is 
going  to  recover — ^it  has  to  flatten — and  when  that  does  flatten, 
then  the  question  is:  Will  the  banks  begin  to  realize  earnings  fi-om 
their  core  business?  Are  they  going  to  step  forward  and  start  to 
lend  more  aggressively  to  generate  income  from  that  alternative 
source? 

Mr.  Shays.  But  the  bottom  line  is  that  we  are  crippling  the  po- 
tential bottom  line  of  the  economy? 

Mr.  Olsen.  Yes.  We  are  not  encouraging  banks  to  engage  in  the 
traditional  business  of  making  loans. 

And  I  would  stress  also  that  the  cost  structure  of  regulation  and 
the  cost  structure  of  high  capital  requirements  has  to  be  reflected 
in  the  rates  that  banks  charge  when  they  go  out  in  the  market- 
place to  get  loans  or  to  make  loans.  And  in  this  particular  environ- 
ment, these  rates  can't  be  very  high  if  the  borrower  is  going  to  be 
able  to  qualify. 

Mr.  Shays.  One  of  the  statements  you  made,  you  said  that  there 
are  banks  that  have  survived  in  the  past  5  years  that  would  have 
been  closed  if  current  capital  ratios  had  been  then  what  they  are 
today. 
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If  we  had  had  these  capital  requirements  on  banks,  if  we  had 
made  the  larger  national  world  banks  write  off  their  bad  foreign 
debt,  what  would  have  been  the  outcome  of  those  banks? 

Mr.  Olsen.  Oh,  banks  would  have  failed.  No  question. 

Mr.  Shays.  Why  is  it  we  were  unwilling  to  accept  that  then, 
thank  goodness,  and  we  are  willing  to  accept  it  now? 

Mr.  Olsen.  Well,  you  are  asking  a  question  that  I  can't  answer. 
I  really  don't  know  why  that  was  the  case. 

Except  one  of  the  things  I  would  say  is  that  the  foreign  loans, 
particularly  to  Central  and  South  America — because  that  is  where 
it  was  concentrated — involved  very  large  banks.  And — I  think  I  am 
speaking  about  a  bank  that  I  was  with — ^it  involved  very  large 
banks  and  the  catastrophic  nature  of  that  in  single  bank  entities 
was  so  great  that  forbearance  in  the  accounting  area  came  forward. 
And  these  loans  were  called  nonperforming  loans,  and  they  were 
not  forced  to  write  them  off. 

In  the  case  of  domestic  real  estate  you  had  large  numbers  of 
smaller  banks,  although  even  the  large  banks  have  been  hit  by 
this. 

But  I  am  not  quite  sure  why  you  had  a  different  way  of  ap- 
proaching the  problem.  I  do  think  that  some  of  the  highly  visible 
and  celebrated  cases  of  fraud  and  gross  abuse  of  insider  dealings — 
of  which  Mr.  Keating  is  the  most  famous,  of  course — tended  to  color 
the  image  of  what  was  taking  place  in  banking. 

And  tnis  is  why  I  identified  in  my  remarks  this  very  rapid  in- 
crease in  commercial  real  estate  lending.  In  fact,  the  anecdote  that 
I  didn't  tell  you  is  that  of  a  bank  director  that  I  know  who  was 
sued  by  the  FDIC.  There  was  no  fraud.  He  was  charged  with  mak- 
ing what  were  called  reckless  loans  or  loans  that  proved  not  to  be 
sound. 

His  only  crime  was  that  he  did  not  recognize,  in  advance,  that 
the  value  of  real  estate  in  his  State  was  going  to  drop  by  50  per- 
cent. And  that  was  the  only  crime  that  was  committed.  The  loans 
became  "reckless"  only  after  the  economy  in  that  State  collapsed. 

Mr.  Shays.  One  last  question,- Mr.  Chairman,  if  I  may? 

Mr.  Spratt.  Go  ahead. 

Mr.  Shays.  You  point  out,  as  you  just  alluded  to,  the  key  failure 
of  the  regulators  to  notice  the  tremendous  oversubscription  in  com- 
mercial real  estate. 

I  am  likened  to  think  of  my  basic  economics  101  class  when  we 
talked  about  farming  and  how  farmers  would  see  that  the  price 
was  very  high  one  year,  and  then  they  would  plant  fields  that  they 
didn't  ordinarily  plant;  and  the  next  year  there  was  an  overabun- 
dance of  supply,  and  they  would  overfarm;  and  there  was  this  cycli- 
cal nature  to. 

You  are,  basically,  saying  that  just  the  information  to  banks,  that 
there  is  too  much  lending  in  one  area,  will  be  sufficient?  Or  are  you 
actually  saying  that  regulators  ought  to  have  the  right  to  set  dif- 
ferent reserve  requirements  quickly? 

Mr.  Olsen.  No,  not  to  set  reserve  requirements.  But  the  regu- 
lators should  require  that  banks  provide  information  indicating 
whether  they  took  into  consideration  the  general  environment  of 
the  product  area  or  an  industry  or,  like  in  this  case,  construction, 
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did  they  take  that  into  consideration  as  they  were  making  individ- 
ual loans?  That  should  be  a  part  of  the  examination  process. 

And,  incidentally,  when  I  suggest  this,  I  am  suggesting  it  not  to 
lay  it  on  top  of  what  is  already  going  on.  I  am  saying  that  all  the 
things  that  have  been  put  in  here  to  safeguard  the  banks,  a  lot  of 
it  isn't  necessary  if  you  understand  the  cause  of  this  breakdown 
that  has  taken  place. 

Mr.  Shays.  One  comment  in  regard  to  that.  It  seems  to  me  in 
Stamford,  CT,  we  knew  that  we  needed  a  hotel.  And  so  five  dif- 
ferent concerns  decided  to  build  a  hotel,  and  we  ended  up  with  five 
hotels  instead  of  one  hotel.  But  they  all  knew  it,  and  they  still  did 
it. 

And  I  am  just  wondering,  it  has  got  to  be  more  than  just  the 
knowledge.  It  has  got  to  be  something  else  besides  the  knowledge 
that  happens. 

Mr.  Olsen.  This  is  the  reason  why  I  say  the  examiners  should 
require  this  information  so  that  the  bank  managers  focus  on  it  and 
realize  that  lenders  will  be  held  responsible  if  they  make  loans  in 
the  midst  of  a  huge  product  cycle. 

Mr.  Shays.  How  would  we  hold  them  responsible?  What  would 
we  do? 

Mr.  Olsen.  My  hope  would  be  that  we  wouldn't  have  to  hold 
them  responsible.  If  you  held  it  in  front  of  them  continuously,  you 
wouldn't  nave  the  problems. 

And  when  I  noticed — and  I  showed  you  the  chart  that  I  did 
here — I  can  tell  you  these  cycles  go  back  to  the  Florida  land  boom 
and  before.  This  product  cycle  occurs  time  and  time  again,  and  it 
has  happened  in  real  estate. 

We  had  the  REIT  episode  in  the  1970's  in  which  excessive  loans 
were  made  in  real  estate  trust  and  produced  an  excessive  product. 

Mr.  Shays.  Thank  you  very  much. 

And  I  thank  the  chairman  for  inviting  the  witnesses. 

Mr.  Spratt.  Mr.  Cox. 

Mr.  Cox.  Thank  you  very  much. 

I  would  like  to  address  this  question  to  both  Ms.  Pope  and  Mr. 
Olsen.  I  am  going  to  allude  to  testimony  that  you  both  gave,  in  Ms. 
Pope's  case  concerning  the  Communis  Reinvestment  Act  and  in 
Mr.  Olsen's  case  the  general  problem  of*^the  cost  of  regulation. 

Ms.  Pope,  I  was  particularly  concerned  in  reading  the  comments 
of  bankers  that  you  quoted  in  your  testimony  and  you  pledged  your 
support  for  the  intended  goals  of  the  Community  Reinvestment  Act, 
which  I  share.  Yet  we  see  that  in  practice,  the  increase  in  regula- 
tion, which  is  a  particular  burden  for  small  banks,  may  be  directly 
counterproductive  from  the  goal  that  we  are  trying  to  achieve. 

Mr.  Olsen,  you  gave  some  very  persuasive  numbers  in  your  testi- 
mony. The  cost  of  regulation  may  range  as  high  as  14  percent  of 
commercial  banks  noninterest  expense,  which  runs  over  $18  billion 
per  year.  And  that  compares  to  banks'  earnings  last  year  of  $32  bil- 
lion. In  short,  over  half  of  banks'  earnings  are  consumed  by  the 
cost  of  regulation. 

The  question  I  will  put  to  both  of  you,  Ms.  Pope,  in  the  context 
of  the  CRA  and,  Mr.  Olsen,  in  the  context  of  whatever  you  choose, 
what  can  we  do  in  Congress  to  reduce  regulation  rather  than  con- 
stantly increase  it  so  that  loans  to  small  business  can  increase? 
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Ms.  Pope.  We  think  that  the  aims  and  purposes  of  the  Commu- 
nity Reinvestment  Act  are  clear  and  important.  We  need  dollars  to 
stay  within  the  community  and  need  them  to  flow  properly  through 
the  community.  And  the  Community  Reinvestment  Act  is  one  of 
the  ways  that  that  happens. 

But  what  happens  is  in  the  context  of  all  of  the  other  kinds  of 
regulatory  requirements,  it  becomes  kind  of  like  one  more  thing. 
And  perhaps  for  some  bankers  in  our  community  anyway,  it  is  felt 
like  the  straw  that  breaks  the  camel's  back,  that  it  becomes  a  con- 
tradiction in  terms  almost  to  respond  to  the  credit  needs  of  your 
community  on  the  one  hand. 

And,  we  are  all  sensitive  to  the  fact  that  while  CRA  has  not  been 
specific  about  commercial  lending  prior  to  this  time,  that  there  has 
been  a  growing  demand  for  it  to  look  at  small  business  lending  in 
the  community,  and  that  there  is  a  definite  movement  to  strength- 
en that  in  the  act  itself. 

But  to  put  on  top  of  all  of  the  other  kinds  of  requirements,  the 
Community  Reinvestment  Act  requirements,  then  that  is  what  has 
caused  the  banks  to  say  this  is  just  a  final  straw.  This  is  too  much. 
We  would  prefer  to  see  some  of  those  requirements  because  we  are 
talking  about  developing  relationships.  We  are  talking  about  the 
bank  and  the  communities  that  they  are  in  having  relationships 
and  that  lending  goes  back  to  being  done  in  the  context  of  those 
relationships. 

We  are  not  talking  about  simply  any  risky  deal  that  comes 
through  the  door.  In  fact,  we  go  out  and  meet  with  the  lending  divi- 
sions, all  the  loan  officers  of  our  member  banks.  We  ask  them  to 
come  together  with  our  staff  and  talk  about  what  they  are  looking 
for  in  the  community,  what  they  think  is  the  best  kind — we  have 
some  banks  that,  in  their  communities,  it  is  not  practical  for  them 
necessarily  to  do  more  franchises. 

In  other  situations,  they  are  sajdng,  bring  us  good  deals  but  not 
construction  companies.  We  are  gettmg  to  Know  the  needs  of  the 
banks  and  the  needs  of  the  communities.  And  they  are  getting  to 
know  those  things  too.  And  it  is  out  of  that  kind  of  relationship 
building  that  we  ought  to  be  able  to  do  more  sound  business  deals 
that  go  to  the  heart  of  what  are  the  market  realities  of  doing  busi- 
ness in  a  community,  and,  therefore,  how  we  make  this  a  win-win 
situation  for  everybody,  the  bank  and  the  business  and  the  commu- 
nity itself. 

Mr.  Cox.  Thank  you. 

Mr.  Olsen. 

Mr.  Olsen.  Well,  I  recognize  that  when  the  wave  of  bank  failures 
began  to  sweep  through  the  1980's  that  Congress  and  the  regu- 
lators, through  hearings  then  also,  tried  to  identify  what  had 
caused  these  losses  to  take  place.  This  is  one  of  the  reasons  I  fo- 
cused on  the  omission  of  recognizing  the  lack  of  information  on  the 
surge  in  real  estate  lending. 

In  the  process  of  doing  that,  every  weakness  that  seemed  to  ap- 
pear in  a  given  bank  was  identified  as  the  cause  of  failure,  the 
need  for  a  document,  or  some  form  of  regulation.  While  that  par- 
ticular weakness  in  that  single  instance  was  probably  not  fatal  to 
that  bank  in  any  way  whatsoever,  I  have  likened  it  to  the  fire  that 
destroyed  a  large  number  of  homes  out  in  Oakland,  CA,  a  couple 
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of  years  ago.  Regulators  would  look  at  that  and  say  that  the  reason 
each  house  burned  down  was  because  there  was  no  fire  door  be- 
tween the  garage  and  the  house. 

That  is  tne  kind  of  reasoning  about  regulation  that  has  crept  in 
here,  and  it  is  excessive  and  costly.  And  if  you  are  going  to  have 
regulators  coining  back  in  these  hearings,  ask  them  to  take  a  look 
and  see,  would,  in  all  cases,  the  weaknesses  in  compliance  have 
been  fatal  to  a  large  number  of  banks  if  the  commercial  real  estate 
had  not  collapsed?  Would  it  instead  have  been  a  random  event  that 
may  have  been  fatal  in  a  few  banks? 

I  have  said  this  in  testimony  before  Congress  before,  that  bank 
regulatory  agencies  or  any  regulatory  agency  of  Government  tends 
to  treat  the  demand  for  information  as  a  free  good.  In  other  words, 
the  banking  repjulatory  agencies  do  not  bear  the  burden  of  the  cost 
of  providing  this  information.  And  as  long  as  they  treat  it  as  a  free 
good,  they  would  ask  for  everything  they  can  get  and  more,  and 
particularly  after  the  kind  of  events  that  they  have  just  gone 
through,  which  have  been  a  trauma  for  the  regulators  as  much  as 
it  has  been  for  the  bank  managements.  And,  therefore,  it  has  led 
to  excessive  regulation. 

Mr.  Cox.  Well,  I  will  undertake  to  both  of  our  witnesses  that  if 
you  care  to  follow  up  with  specific  regulations  concerning  regula- 
tions or  details  within  regulations  that  can  be  eliminated,  paper- 
work demands  that  can  be  eliminated,  I  will  move  forward  on  it. 

Mr.  Spratt.  Mr.  Zeliff. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman. 

This  is  for  both  of  you.  Mr.  Olsen,  a  lot  of  your  testimony  was 
devoted  to  the  excess  real  estate  lending  and  financial  disturbances 
of  the  last  12  years. 

Maybe  you  could  comment  on  the  tax  acts  that  were  also  passed 
during  that  12-year  period  and  what  effect  that  you  may  have  seen 
was  taking  place  on  lending  and  some  of  the  problems  that  we  now 
have. 

Mr.  Olsen.  I  would  like  to  divide  that  into  two  parts.  The  1986 
act  made  changes  regarding  passive  income  and  passive  losses. 
Losses  could  no  longer  be  deducted  from  earned  income.  And  there 
are  many  who  feel  that  that  exacerbated  the  problems  in  real  es- 
tate. And,  well,  it  would  when  you  have  reached  a  point  where  you 
had  a  significant  amount  of  excess  capacity,  excess  space  already 
produced. 

I  feel  that  any  time  we  have  tax  laws  which  encourage  unwise 
investment,  excessive  investment  only  because  of  the  tax  consider- 
ations, that  when  the  tax  laws  and  the  tax  considerations  are  domi- 
nating those  decisionmakings,  it  leads  to  problems  in  the  economy. 
And,  clearly,  the  earlier  laws  encouraged  excessive  investment  in 
real  estate  and,  as  a  consequence,  excessive  production. 

Mr.  Zeliff.  Ms.  Pope. 

Ms.  Pope.  Tax  issues  are  not  something  we  have  taken  a  hard 
look  at,  but  I  defer  to  Mr.  Olsen's  comments. 

Mr.  Zeliff.  On  President  Clinton's  initiatives  on  character  lend- 
ing, have  you  seen  any  changes  at  all,  either  of  you,  in  the  regu- 
latory process  in  the  last,  say,  4  to  6  weeks? 

Ms.  Pope.  I  think  it  is  too  soon.  That  is  one  I  am  prepared  to 
comment  on.  We  are  rather  glad  to  see  that.  We  have  had  some 
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specific  situations  that  have  been  unnerving  to  us.  We,  again,  as 
an  organization  of  businesses,  do  not  like  to  see  any — we  trj^  to 
stay  out  of  the  competition  among  members  of  our  organization. 
But  we  have  seen  situations  where  there  is  an  existing  oank  rela- 
tionship, a  line  of  credit  that  needed  to  be  expanded,  and  we  have 
seen  this  happen  twice  in  the  last,  not  4  weeks,  but  certainly  in 
the  last  several  months,  where  we  have  literally  not  been  able  to 
expand  lines  of  credit  as  the  business  has  been  growing  and  the  de- 
mands for  the  business  has  been  growing  and  receivables  have 
been  growing;  and  that  business  has  become  kind  of  easy  pickings 
for  another  bank  that  might  be  trying  to  meet  its  CRA.  require- 
ments to  look  good  when  it  undergoes  an  examination. 

And  seeing  solid  business  relations  disrupted  that  way  is  a  bit 
unnerving  and  unnecessary.  We  would  rather  bring  new  business 
into  our  member  banks  rather  than  see  them  pick  off  the  best  from 
one  another.  And  we  feel  that  is  one  of  the  fallouts  of  the  regula- 
tions. 

Mr.  Olsen.  I  am  not  in  a  position  where  I  would  be  able  to  detect 
this. 

Mr.  Zeliff.  I  am  looking  forward  to  the  testimony  from  the  next 
panel  to  see  if  there  is  any  indication  as  well. 

Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Ms.  Pope,  let  me  ask  you:  Since  you  and  your  cham- 
ber of  commerce  have  been  at  this  for  a  number  of  years,  have  you 
seen  a  noticeable  and  dramatic  change  in  the  extension  of  credit, 
both  qualitatively  and  quantitatively,  in  the  last  2  to  3  years? 

Ms.  Pope.  Absolutely.  Absolutely.  It  has  just  been  very  distress- 
ing. 

We  initially  did  not  understand  it  until  we  began  to  see  and  hear 
from  our  banlcers  what  was  driving  the  kinds  of  decisions  that  they 
were  beginning  to  make.  We  have  been  seeing  a  shift. 

Mr.  Spratt.  And  are  they  telling  you  that  if  they  make  a  certain 
loan  to  a  certain  borrower  based  on  certain  collateral  that  it  is  like- 
ly to  be  classified  as  substandard?  Do  you  frequently  hear  that  the 
examiners 

Ms.  Pope.  Exactly.  They  have  that  experience.  Businesses  that 
have  been  paying,  the  loans  are  current,  relationships  have  been 
there,  but  the  loans  have  been  declared  substandard  because  the 
documentation  was  not  in  order  when  the  examiners  went  through 
it. 

Mr.  Spratt.  Are  the  banks  generally  much  more  insistent  on  a 
demonstrable  cash-flow  than  they  have  been  in  the  past? 

Ms.  Pope.  Absolutely.  And  we  are  not,  I  keep  repeating,  we  are 
not  suggesting  that  they  shouldn't  be  looking  for  the  answer  to  how 
is  this  ioan  going  to  be  paid  back?  That  is  a  legitimate  question 
when  the  deal  comes  through  the  door. 

But  there  ought  to  be  reasonable  room;  there  ought  to  be  flexibil- 
ity; there  ought  to  be  more  than  someone  from  far  away  trying  to 
determine  what  makes  good  sense  in  a  local  community  for  a  local 
business  and  a  local  bank. 

Mr.  Spratt.  CRA,  the  Community  Reinvestment  Act,  ought  to 
give  you  a  chit  to  play.  You  ought  to  be  able  to  go  to  these  banks 
and  say  the  examiners  are  coming,  and  when  they  come  for  a  com- 
pliance exam  or  a  routine  review  of  your  books,  they  will  be  asking 
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you  questions  about  community  reinvestment.  There  are  some  po- 
tential loan  applications  that  will  give  you  a  response  to  the  exam- 
iners when  they  ask  the  questions. 

Does  that  buy  you  any  grace  or  entry  with  the  banks  that  you 
approach? 

Ms.  Pope.  We  have  had  relationships  that  have  developed  as  a 
result  of  CRA,  not  only  our  reaching  out  to  the  banks,  but  their 
reaching  out  to  us.  That  is  what  initiated  our  bank  program,  a  sim- 
ple name  for  what  we  consider  to  be  a  very  special  way  to  bridge 
the  relationship  between  business  and  banks. 

Mr.  Spratt.  Did  vou  experience  any  sort  of  regression  in  the 
sense  that,  due  to  tne  new  capital  standards,  borrowers  who  had 
established  lines  of  credit  in  the  past  were  having  these  lines  sum- 
marily terminated  by  the  banks? 

Ms.  Pope.  Terminated  or  not  extended.  We  have  seen  termi- 
nations as  well.  This  has  been  a  strange  phenomenon.  Banks  sim- 
ply invite  customers  not  to  be  their  customers  anymore. 

Mr.  Spratt.  Let  me  ask  you,  Mr.  Olsen,  if  you  perceive  this  na- 
tionwide? 

You  are  in  the  forecasting  business.  Is  it  varying  region  to  region 
differently?  And  is  this  a  credit  crunch  that  has  applied  to  every- 
one? Or  does  it  particularly  afflict  small  and  medium-sized  busi- 
nesses? Or  does  it  particularly  afflict  particular  regions  of  the  coun- 
try? 

Mr.  Olsen.  It  has  clearly  affected  various  regions  of  the  country 
in  different  ways.  We  know  that  the  New  England  area  was  af- 
flicted more  severely  perhaps  than  others.  But  California  has  also 
been  sharply  affected  by  this  and  also  in  some  of  the  southwestern 
States  as  well. 

I  maintain  that  part  of  the  reason  we  have  differences  is  because, 
once  again,  I  go  back  to  my  real  estate  numbers,  that  where  you 
had  a  nigh  volume  of  lending  taking  place  early  in  the  cycle  and 
banks  managed  to  put  on  their  books  a  large  amount  of  completed 
projects  that  were  income  producing,  before  the  bubble  burst,  have 
been  better  off  for  some  time  than  those  banks  who  put  a  dis- 
proportionate amount  of  loans  on  their  books  toward  the  end  of  the 
cycle.  And  those  projects  were  coming  on  to  the  market  at  a  time 
when  it  became  clearer  every  day  that  there  was  no  demand  for 
them. 

Those  banks  in  the  latter  category  had  a  disproportionate 
amount  of  bad  loans;  and,  therefore,  they  would  be  affected  to  a 
greater  degree.  The  distress  among  banks  in  the  New  England  area 
was  due  to  the  timing  of  lending  in  the  real  estate  cycle  and  how 
it  affected  real  estate  that  wasl)eing  produced  at  that  particular 
time. 

Now,  we  know  that,  as  I  mentioned  earlier,  the  weaker  bank 
areas,  such  as  New  England,  have,  therefore,  less  lending  taking 
place.  Those  banks  are  trying  to  repair  their  capital  further,  and 
they  can't  grow  their  assets  very  aggressively  when  they  are  trying 
to  maintain  or  increase  their  capital  ratios  further.  So  it  has  to 
have  an  impact  on  the  availability  of  credit  through  those  tradi- 
tional lending  sources. 

Mr.  Spratt.  Just  on  that  particular  point,  I  think  it  is  a  little 
ironic  that  one  of  your  proposals,  that  we  stiffen  the  oversight 
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when  it  comes  to  the  content  of  appraisals  or  the  content  of  the 
bank's  own  assessment  of  commercial  real  estate  collateral — ^but 
any  good  commercial  appraisal  is  worth  the  fee  you  pay  for  it.  It 
is  going  to  include  an  assessment  of  the  existing  stock  of  commer- 
cial real  estate  of  that  kind  and  the  absorption  rate,  the  rate  at 
which  the  market  will  take  up  new  units  added  to  the  markets.  If 
you  don't  have  a  section  that  deals  with  that,  it  is  not 

Mr.  Olsen.  That  is  right.  But  most  such  appraisals  simply  ex- 
trapolate recent  trends  in  values  and  when  the  bubble  breaks,  that 
appraisal  is  not  going  to  be  so  timely  that  it  is  going  to  catch  the 
decline. 

And  I  might  add  the  reason  I  am  recommending  that  this  kind 
of  information  be  required  of  both,  by  the  banks  and  the  examiners, 
is  because  this  has  happened  again  and  again. 

It  is  a  product  cycle.  We  saw  it  happened.  I  mentioned  snowmo- 
biles before.  I  have  seen  it  happen  in  real  estate  and  other  product 
areas.  A  particular  lending  area  becomes  hot  and  banks  move  into 
it. 

It  was  the  same  thing  that  happened  in  Central  and  South 
America.  In  fact,  Citibank  has  had  a  presence,  for  example,  in  Mex- 
ico since  before  the  turn  of  the  century.  They  have  a  facility  there. 
They  have  lending  offices.  They  go  around  trying  to  get  loans  all 
the  time.  And  all  of  a  sudden,  in  the  summer  of  1982,  doors  began 
to  open  and  they  started  making  loans  for  a  critical  period  of  5  to 
6  months.  They  thought  they  were  increasing  their  share  of  the 
market  because  the  other  banks  weren't  telling  them  that  they 
were  increasing  their  share  of  the  market  at  the  same  time  and  the 
total  was  increasing.  Loans  grew  and  it  financed  a  flight  of  capital 
out  of  Mexico  because  they  recognized  that  the  value  of  the  peso 
to  the  dollar  was  being  artificially  propped  up  by  the  Mexican  Gov- 
ernment and  would  soon  be  reduced. 

And  after  that  event,  the  banks  got  together  to  form  some  kind 
of  information  base  to  enable  them  to  get  information  from  a  pri- 
vate source  without  revealing  the  confidentiality  of  each  lending  in- 
stitution, what  was  happening  in  that  particular  market.  That  is 
how  critical  it  was  in  that  particular  episode.  And  I  don't  see  it 
anywhere  in  any  of  the  testimony  by  regulators  of  recognizing  this 
product  cycle  phenomenon  that  has  accounted  for  more  losses  in 
banking  than  what  I  call  the  lack  of  a  proper  appraisal,  for  exam- 
ple, or  some  incidental  documentation. 

If  that  had  been  the  cause,  you  would  have  had  random  failures. 
You  didn't.  You  had  wholesale  failures  in  regions  and  States. 

Mr.  Spratt.  You  have  spoken  of  adversarial  attitudes.  If  you 
were  the  Comptroller  or  Chairman  of  the  Fed,  what  would  you  do 
to  correct  those  attitudes? 

Mr.  Olsen,  I  would  follow  up  on  President  Clinton's  rec- 
ommendation. And  I  would  enforce  it,  namely,  to  provide  a  formal 
method  by  which  banks  could  appeal  up  the  line  of  responsibility, 
in  the  same  way  that  you  can  do  in  the  tax  courts  today.  That  has 
not  been  availaole  to  bankers.  Bankers  have  been  at  the  mercy  of 
the  field  agent  in  many  instances. 

Mr.  Spratt.  You  would  communicate  to  the  field  by  telling  the 
field  that  they  could  be  bypassed? 
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Mr.  Olsen.  Absolutely.  Without  this,  every  action  of  the  agent  is 
presumed  to  be  correct.  And  this  is  where  you  have  to  take  on  re- 
sponsibility. Because  of  the  Keating  affair,  no  one  has  wanted  to 
intervene  what  may  appear  to  be  to  listen  to  the  complaint  of  a 
banker  because  you  are  afraid  that  there  will  be  a  political  reprisal 
on  this,  and  it  has  setup  to  a  bounty  hunting  mentality  where 
there  is  no  appeal  process  in  place. 

Mr.  Spratt.  This  is  for  items  that  are  classified  or  for  other 
items  for  which  banks  are  docked  in  the  course  of  the  compliance 
examinations  and  regulatory  financial  examination. 

Well,  we  would  welcome  any  other  specific  recommendations  ei- 
ther one  of  you  would  like  to  make,  as  Mr.  Cox  said,  because  we 
are  trying  to  compile  things  that  will  work  and  will  have  an  impact 
on  loosening  up  and  thawing  out  this  crunch. 

Mr.  Rush  has  one  more  question. 

Mr.  Rush.  Mr.  Chairman,  I  would  like  to  ask  one  additional 
question  from  each  of  the  witnesses,  if  I  might. 

Mr.  Olsen,  this  morning  some  news  accounts  indicated  that  the 
chairman  of  the  House  Banking  Committee  made  some  remarks 
that  were  critical  of  the  Chairman  of  the  FDIC. 

Are  you  aware  of  those  remarks? 

Mr.  Olsen.  No,  I  am  not. 

Mr.  Rush.  He  indicated  that  the  FDIC  withdrew  the  money  sup- 
ply; and,  therefore,  it  had  a  negative  affect  on  job  creation. 

If  you  are  not  aware  of  this  statement 

Mr.  Olsen.  Was  this  critical  of  the  Federal  Reserve  or  the  FDIC? 

Mr.  Rush.  I'm  sorry.  The  Federal  Reserve. 

Are  you  aware  of  that  statement? 

Mr.  Olsen.  No.  But  I  am  not  are  surprised  by  it. 

Mr.  Rush.  Would  you  elaborate? 

Mr.  Olsen.  Yes.  I  welcome  your  question. 

As  we  are  winding  down,  I  did  want  to  say — and  it  is  reflected 
in  my  prepared  statement — in  fiscal  and  monetary  policy,  the  Fed- 
eral Reserve,  particularly  in  monetary  policy,  has  a  significant  re- 
sponsibility with  regards  to  creating  the  kind  of  environment  in 
which  bank  management  and  businesses  across  the  country  en- 
deavor to  manage. 

In  the  latter  part  of  the  1970's  and  the  early  1980's,  economic 
policies  created  an  absolutely  chaotic,  impossible  environment  that 
drove  interest  rates  to  extraordinarily  high  levels.  It  was  a  mistake 
in  policymaking  that  was  undertaken  at  that  particular  time.  It 
also  contributed  substantially  to  the  weakening  of  banks  and  par- 
ticularly thrift  institutions  which  carried  forward  into  the  1980's. 

Commercial  banks  changed  their  risk  management.  As  a  matter 
of  fact,  when  I  left  Citibank,  I  spoke  to  the  chief  financial  officer 
of  the  bank  and  I  said,  we  are  incurring  an  opportunity  cost  when 
we  match  the  maturities  of  assets  and  liabilities. 

The  whole  business  of  banks  is  to  borrow  short  and  lend  long. 
That  is  the  business  of  banking  and  always  has  been  down  through 
the  centuries.  And  when  they  started  to  match  maturities,  they 
started  to  give  up  income  to  the  marketplace. 

When  they  started  to  hedge  all  of  their  interest  rate  risk,  they 
gave  earnings  up  to  the  marketplace.  But  after  the  trauma  they 
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had  gone  through  as  a  consequence  of  monetary  policy  mistakes  of 
the  time,  they  undertook  to  do  that.  They  became  self-insurers. 

And  I  asked,  "What  is  the  price  of  this  insurance  policy  that  I 
am  buying?"  I  don't  believe  there  was  that  kind  of  analysis  ever 
done.  But  I  know  that  banks  across  the  country  gave  up  a  great 
deal  of  earnings  in  the  1980's.  And  that  is  why  I  say,  in  guarding 
against  interest  rates,  they  took  on,  perhaps  unwittingly,  credit 
risks  in  order  to  compensate  against  that. 

The  Federal  Reserve,  you  have  to  recognize  that  the  economic  en- 
vironment changes  in  response  to  policies  £ind  in  response  to  mone- 
tary policies.  And  those  changes  in  the  economic  environment  can 
have  major  effects  on  what  is  regarded  as  a  good  loan  or  a  bad 
loan. 

All  through  the  testimony  that  has  been  presented  to  you  here 
by  the  regulators,  I  notice  they  said  that  banks  should  be  encour- 
aged to  make  loans  to  creditworthy  borrowers.  Well  the  credit- 
worthy borrower  is  in  the  eyes  of  the  beholder.  A  creditworthy  bor- 
rower today  may  be  a  risky  loan  in  the  future.  The  quality  of  that 
loan  could  become  bad  in  3  or  4  years  if  monetary  policy  isn't  con- 
structed appropriately  in  that  time. 

Mr.  Rush.  Ms.  Pope,  I  notice  a  couple  of  times  in  your  testimony 
you  indicated  about  the  labor-intensive  businesses,  construction 
companies,  and  things  like  that,  and  that  there  was  a  very,  very 
difficult  challenge  that  they  faced  in  terms  of  getting  loans. 

And  I  am  particularly  interested  in  one  aspect  of  that,  is  that, 
as  it  related  to  performance  bonds,  which  I  also  believe  is  a  part 
of  the  overall  credit  crunch  that  exists,  can  you  just  briefly  just 
summarize  your  experience  in  terms  of  your  member  organization, 
your  member  businesses,  their  inability  or  their  ability  to  get  per- 
formance bonds  and  what  type  of  impact  does  that  have? 

Ms.  Pope.  Thank  you.  There  have  been  a  number  of  efforts,  and 
there  are  continuing  to  be.  We  are  working  now  to  structure  a  new 
bonding  program  that  would  be  targeted  to  construction  companies 
in  inner  cities.  We  know  this  industry  has  certainly  suffered  se- 
verely. In  recent  years  in  our  community,  that  is  no  different. 

We  also  know  that  local  communities  have  gone  to  public  works, 
have  established  what  we  refer  to  in  Chicago  as  the  "mega 
projects,"  the  "opportunity  projects"  that  have  helped  to  keep  the 
industry  afloat  and  have  great  potential,  not  just  for  the  industry 
at  large  but  for  minority  businesses,  small  businesses,  and  even  in- 
dustries entering  the  industry. 

Performgmce  bonds  are  tied  to,  essentially,  financial  stability,  the 
financial  capability  to  complete  successfully  a  project  so  that  the 
bond  alone — and  we  can  create  all  kinds  of  bonding  programs  tar- 
geted to  one  or  another  kind  of  project  or  one  or  another  kind  of 
construction  contractor.  But  without  the  financial  wherewithal  and 
the  financial  stability  and  capability  to  perform,  the  bonding  pro- 
grams are  useless  and  meaningless.  They  have  to  go  hand  in  hand 
with  our  ability  to  access  capital. 

Mr.  Rush.  Mr.  Chairman,  I  just  want  to  say  that  I  would  like 
the  committee  to  recognize  Mr.  Ularsee  Manar,  who  is  also  from 
the  city  of  Chicago,  and  he  is  here  also. 

Mr.  Spratt.  Thank  you  very  much.  Welcome. 
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Thank  you  both  very  much  for  coming.  We  have  benefited  from 
your  testimony,  and  we  appreciate  very  much,  indeed,  your  willing- 
ness to  take  trie  time  and  effort  to  come  here  and  present  your 
views  for  us. 

Ms.  Pope.  We  want  to  thank  you  for  your  interest  and  hard 
work. 

Mr.  Olsen.  Yes,  indeed.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Spratt.  The  next  panel  is  Mr.  Christopher  C.  Gallagher  of 
Gallagher,  Callahan  &  Gartrell,  who  is  appearing  on  behalf  of  the 
New  Hampshire  Bankers  Association — ^he  is  from  Concord,  NH — 
and  Mr.  Joseph  Framptom,  the  president  and  CEO  of  Paducah 
Bank  and  Trust  Co.,  here  on  behalf  of  the  Kentucky  Bankers  Asso- 
ciation in  Paducah,  KY. 

Both  of  you  have  submitted  testimony,  I  believe,  and  we  will 
make  your  prepared  and  submitted  testimony  part  of  the  record  so 
that  you  can  summarize  it  as  you  see  fit. 

Mr.  Gallagher,  would  you  like  to  proceed  first. 

STATEMENT  OF  CHRISTOPHER  C.  GALLAGHER,  GALLAGHER, 
CALLAHAN  &  GARTRELL,  PA,  CONCORD,  NH,  ON  BEHALF  OF 
THE  NEW  HAMPSHIRE  BANKERS  ASSOCIATION 

Mr.  Gallagher.  Thank  you,  Mr.  Chairman. 

I  would  like  to  thank  vou  and  the  members  of  the  committee  for 
inviting  me,  and  particularly  Congressman  Zeliff,  for  the  work  that 
he  has  done  in  New  Hampshire.  Things  are  pretty  bad  in  New 
Hampshire,  but  they  would  be  worse  if  not  for  his  efforts  in  trying 
to  get  Congress  and  the  rest  of  Washington  to  understand  our 
pli^t. 

I  have  submitted  written  testimony,  as  you  know.  And  in  that 
testimony,  I  made  a  pretty  strong  case  for  several  propositions  that 
I  will  simply  summarize  in  the  interest  of  time. 

I  would  add  that  I  cite  the  Peek  and  Rosengren  study,  as  you 
did,  Mr.  Chairman,  in  my  testimony.  I  commend  that  to  all  of  you 
simply  because  it  gets  to  the  basic  issue  of  the  credit  crunch,  and 
it  does  so  in  a  way  that  is  demonstrably  and  objectively  support- 
able; and  that  is  what  people  have  been  looking  for,  I  think,  here 
in  Congress. 

The  fact  of  the  matter  is,  a  lot  of  people  are  intimidated  by  this 
issue.  And  what  is  really  going  on  is  a  behavioral  process  that  is 
perfectly  understandable  by  anyone  who  has  ever  run  for  public  of- 
fice. And  I  think  if  you  look  at  it  in  that  light,  supported  by  a  Peek 
and  Rosengren-type  study,  you  will  understand  what  is  going  on. 

The  credit  crunch  is  a  process.  It  is  not  a  term  for  tight  money 
or  regulatory  burden.  It  is  a  constriction  on  business  lending 
caused  by  actual  or  expected  regional  demand  for  more  banking 
capital  and  reserves  at  a  time  when  a  regional  economy  is  in  a 
downswing  and  capital  ratios  can  be  improved  only  by  shrinking 
banking  assets,  especially  those  assets  most  likely  to  be  classified. 

Through  FDICIA,  credit  crunch  is  now  built  into  our  statutory 
and  regulatory  system.  And  like  a  computer  virus,  it  is  pro- 
grammed to  be  activated  by  the  first  sign  of  weakness  in  any  bank 
or  any  region's  economy.  Academics  call  it  differential  regulation. 
But  in  practice,  it  is  both  predatory  and  procyclical.  It  preys  on  the 
wegik  and  makes  a  bad  regional  economy  worse. 
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That  is  the  universal  essence  of  the  credit  crunch.  It  is  a  process. 
And  you  will  see  it  laid  out  in  some  detail  in  my  written  testimony. 
It  is  designed  to  close  down,  limit  the  capital  of  weak  banks  or 
weak  areas,  of  the  banks  in  these  areas,  I  mean,  by  demanding 
more  capital  and  more  loan  loss  reserves.  Obviously,  that  makes 
matters  worse  for  business,  and  that  is  what  it  is. 

So  while  structural  problems  in  banking  are  well  understood, 
banking's  behavioral  problems  are  not.  If  Congress  establishes  a 
regulatory  regime  that  presumes  that  hankers  are  not  trustworthy, 
that  punishes  the  assumption  of  risk  and  threatens  to  close  active 
commercial  lenders  if  their  area's  economy  falters,  bankers  will  not 
make  risky  loans.  All  business  loans  involve  such  risk,  especially 
loans  to  small  and  medium-sized  businesses.  Thus,  the  banker's 
incented  behavior  leads  to  loss  of  credit  and  loss  of  jobs  in  those 
businesses. 

The  administration  has  made  it  clear  that  even  if  severe  regu- 
latory constraints  designed  to  minimize  risk  were  once  justified, 
our  Nation  now  needs  more  active  bank  lending  in  order  to  restore 
needed  credit  to  bank-dependent  businesses. 

Congress  is  not  about  to  repeal  FDICIA.  It  still  wants  FDICIA's 
special  protection.  But  if  Congress  is  going  to  keep  FDICIA,  it 
should  at  least  stop  jawboning  regulators  to  use  their  wide  FDICIA 
discretion  in  a  repressive  manner. 

If  this  country  is  to  get  back  on  its  feet,  it  needs  small  and  me- 
dium-sized businesses  to  operate  and  expand.  These  firms  need 
credit,  credit  that  they  will  not  obtain  as  long  as  bankers  are  afraid 
to  hold  business  loans  in  their  portfolio  because  bankers  view  regu- 
lators as  potential  instruments  of  a  repressive  congressional  policy. 

The  administration's  March  10  initiatives  may  not  seem  signifi- 
cant to  some;  but  if  just  the  message  alone  were  reinforced  by  Con- 
Sess  rather  than  being  clouded  by  conflicting  signals,  the  regu- 
tors  could  confidently  move  ahead  rendering  the  credit  crunch  a 
part  of  our  history. 

This  is  your  last  hearing  on  this  issue,  and  I  would  like  to  take 
a  minute  or  two  to  approach  this  from  the  point  of  view,  not  of  an 
advocate  trying  to  save  New  England  or  trying  to  help  the  bankers 
recover,  but  to  recognize  that  we  all — Congress,  the  regulators,  the 
bankers,  and  the  public — seek  to  remedy  the  wrongs  of  the  past 
while  we  restore  the  regulatory  balance  that  we  know  we  need  for 
the  future. 

So  I  will  use  my  remaining  time  to  step  above  the  fi"ay  and  offer 
a  fresh  prospective  on  getting  us  back  to  where  we  need  to  be — 
where  lenders  make  loans,  regulators  monitor  the  system,  and  Con- 
gress concentrates  on  the  macromanagement  of  an  economic  sys- 
tem that  clearly  needs  its  full  attention. 

Let's  start  with  the  Congfress, 

Putting  cause  and  blame  aside,  in  1989  Congress  was  confronted 
with  a  financial  institutions  disaster.  Folks  who  elected  them  didn't 
know  the  difference  between  a  bank  and  an  S&L  and  didn't  care 
about  regulators.  Someone  had  made  a  big  mistake,  and  folks 
looked  to  their  elected  officials  for  a  solution. 

Not  surprisingly,  Members  of  Congress  believed  that  they  had  a 
right  to  expect  bankers  to  be  trustworthy  and  to  expect  the  regu- 
lators to  carefully  monitor  the  Bank  Insurance  Fund  and  bank  be- 
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havior.  And  in  1989,  the  Congress  felt  let  downi.  Worse,  even 
though  the  banks  were  self-insured.  Congress  then  feared  that 
there  were  not  enough  reserves  to  cover  projected  losses;  and 
worse,  if  bank  premiums  were  raised  to  match  the  risk,  it  might 
put  more  banks  out  of  business. 

So  naturally  Congpress  acted  strongly.  It  acted  to  reduce  risk  ex- 
posure to  the  Bank  Insurance  Fund  and  acted  to  make  the  banks 
assume  more  of  their  own  risk  and  to  expressly  tell  the  regulators 
how  to  do  their  job.  That  is  what  FDICLA.  is. 

In  1990,  bankers  believed  that  they  were  getting  a  bum  rap,  not 
only  because  they  felt  that  their  paid-up  premiums  covered  the  risk 
but  because  they  were  not  the  S&L's;  and  while  there  may  have 
been  some  bad  apples  in  banking,  there  were  not  enough  to  spoil 
the  entire  bushel.  Bankers  were  competing  with  unregulated  com- 
petition. They  were  paying  for  the  sins  of  others.  And  FDICIA  was 
enacted  to  micromanage  their  business  and  treat  them  as  though 
they  couldn't  be  trusted. 

But  bankers  had  lost  the  trust  of  Congress.  And  once  trust  is 
lost,  it  is  not  only  hard  to  win  back,  the  void  it  leaves  behind  will 
invariably  be  filled  with  suspicions,  rules,  and  closer  supervision. 
Lack  of  trust  produced  FDICIA.  FDICIA  will  stay  put  until  that 
trust  it  restored. 

The  regulators  are  still  caught  in  the  middle.  When  banking  be- 
came a  political  issue,  they  felt  like  policy  pawns,  pushed  and 
pulled  in  every  direction  by  political  currents  within  the  Beltway. 
Bank  examiners  saw  their  workload  triple  and  had  their  reliability, 
competence,  and  good  faith  questioned,  and  felt  like  scapegoats  for 
everybody  else's  mistakes. 

FDICIA  is  a  symptom.  The  disease  is  the  absence  of  trust.  We 
must  mutually  restore  that  sense  of  trust  that  lets  the  system  oper- 
ate, and  soon. 

Credit  crunch  job  one  is  to  work  together  to  that  end.  The  S&L 
crisis  will  pass.  The  BIF  is  now  actuarially  sound.  We  have  some 
breathing  room  and  must  do  everything  we  can  to  restore  the  belief 
in  Congress  that  our  bank  regulators  and  our  banks  are  ready  and 
able  to  do  their  jobs  without  such  close  supervision.  The  regulators 
must  take  back  their  roles  as  monitors  and  not  managers,  and 
banks  must  show  that  they  have  learned  to  manage  risk  respon- 
sibly. Then  Congress  will  be  able  to  back  away  from  some  of  the 
FDICIA's  more  onerous  directives. 

So  how  do  we  restore  this  trust?  First  the  administration  must 
appoint  people  with  integrity,  understanding,  leadership,  and  sen- 
sitivity to  the  feelings  and  forces  at  work  here.  The  appointment 
of  Eugene  Ludwig  as  Comptroller  clearly  fits  that  description. 

The  regulators  must  reestablish  their  balanced  independence  by 
returning  balanced  impartiality  to  the  process  and,  in  so  doing,  es- 
tablish predictability  for  lenders  and  earn,  again,  the  respect  of 
Congress.  And  Congress  itself  must  look  ahead,  not  back,  confirm 
only  those  they  feel  they  can  one  day  rely  upon,  and  let  them  do 
the  job  they  need  to  do. 

When  that  happens,  we  can  begin  to  move  forward  to  the  point 
where  mutual  trust  can  be  the  predicate  for  a  new  system,  that 
both  incorporates  the  lessons  we  have  learned  and  sets  aside  those 
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strictures  standing  in  place  of  trust  that  also  stand  in  the  way  of 
lending. 

What  happened  with  FDICIA  was  it  codified  a  regulatory  process 
that  has  already  occurred  in  New  England  where  you  had  regu- 
lators driven  by  a  concerned  Congress  demanding  more  capital  at 
a  time  when  capital  wasn't  available.  Downsizing  occurred.  Busi- 
nesses were  cut  off  from  credit.  But  that  is  history.  That  is  past. 

What  is  left  is  this:  Every  banker  in  the  world  knows  that  there 
are  economic  cycles.  It  is  up  and  then  it  is  down.  If  they  believe 
that  Congress  and  regulators,  driven  by  Congress,  will  use  those 
down  times  as  the  time  to  act  repressively,  they  are  not  going  to 
want  to  be  holding  those  cards  in  their  hands,  they  don  t  want 
those  businesses  in  their  portfolio.  It  is  a  fear  factor.  FDICIA  has 
built  it  into  the  system. 

The  way  out  is  to  establish  the  kinds  of  trust  that  would  allow 
regulators  to  behave  in  a  balanced  way  and  will  allow  Congress  to 
step  back  from  this  problem. 

Until  that  happens,  we  are  going  to  need  FDICIA  as  a  matter  of 
fact,  and  we  are  going  to  have  a  credit  crunch  as  a  matter  of  prac- 
tical result.  So  that  I  think  we  have  to  get  about  the  business  of 
reestablishing  this  trust,  and  I  think  we  have  got  to  get  about  it 
soon.  And  we  should  just  start  with  making  the  message  the  same, 
having  the  message  from  Congress  echo  the  message  of  the  admin- 
istration, which  is  only  that:  We  want  balanced  regulation,  we  are 
all  through  with  the  reaction  we  had  to  the  S&L's,  and  we  are 
ready  to  move  forward. 

I  think  if  we  can  get  that  much  done,  we  will  have  done  a  lot. 
And  I  think  it  is  particularly  significant,  and  we  are  very  pleased 
and  grateful  in  New  Hampshire  that  this  committee  has  taken  on 
this  issue  and  has  tried  to  construct  that  message  and  has  tried  to 
project  it  because  it  is  very  important  if  this  issue  is  going  to  undo 
itself. 

And  with  that,  I  will  stop  and  be  happv  to  answer  any  questions. 

[The  prepared  statement  of  Mr.  Gallagher  follows:] 
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CREDIT  CRUNCH  AND  THE  CONGRESSIONAL  MESSAGE 

Christopher  C.  Gallagher,  Esq. 

Gallagher,  Callahan  &  Gartrell 
Concord,  New  Hampshire 


Mr.  Chairman  and  Members  of  the  Subcommittee.  I  am  honored  and  pleased  to 
be  invited  to  present  my  views  on  the  credit  crunch  issue.  As  you  will  learn  from  my 
testimony,  I  have  the  unfortunate  "honor"  of  Uving  in  the  region  where  the  phrase 
"credit  crunch"  was  coined.  I  wish  I  could  teU  you  today  that  the  credit  crtmch  is  over 
in  New  England  but  I  can't,  because  it  isn't.  Until  FDICIA's  message  is  altered,  and 
lenders  beheve  that  the  broad  regulatory  discretion  encodified  in  its  provisions  are  not 
likely  to  be  used  to  respond  again  repressively  and  pro-cychcally  to  economic 
down-cycles,  the  credit  crunch,  with  its  choke-hold  on  business  lending,  cannot  come  to 
a  close.  In  New  England,  this  painiful  lesson  has  been  learned  the  hard  way.  For  the 
rest  of  the  country,  the  lesson  will  be  learned  when  regional  economies  move  into 
cychcal  downturn.  Please  allow  me  to  respectfully  say  why  and  to  offer  some  thoughts 
on  how  that  painful  lesson  might  be  avoided. 

As  everyone  now  knows,  the  term,  "credit  crunch"  is  often  used  to  describe  "tight 
money"  or  in  reference  to  the  increased  constraints  that  are  now  the  subject  of  a 
nationwide  campaign  by  bankers  to  reduce  "regulatory  burden".  In  my  testimony,  I 
use  the  term  specifically  in  reference  to  the  economic  situation  created  by  the 
appUcation  by  regulators  of  tightened  lending  standards  and  demands  for  more  capital 
and  loan  loss  reserves  at  a  time  when  an  entire  region's  economy  is  in  a  cychcal 
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downturn.^-   Credit  cnincb  is  a  process.  When  this  meaning  of  credit  crunch  is 
understood,  the  impact  of  a  statutory  system  that  encodifies  that  process  can  be  fully 
appreciated.  FDICIA  does  exactly  that. 

In  January  of  1991,  a  group  of  New  England  businessmen  met  in  Washington  with 
the  full  New  England  Congressional  delegation.  We  explained  that  the  New  England 
credit  crunch  was  real,  that  it  had  definable  and  predictable  stages  and  progressions, 
that  the  on-going  post  S&L  baink  examination  process  had  curtailed  lending  to  smfdl 
business  and  that  its  repressive  format  would  stand  in  the  way  of  lending  to 
bank-dependent  small  business  when  loan  demand  returned  to  the  marketplace.  We 
explained  that  the  regulatory  agencies  understood  the  repressive  impact  of  their  new 
approach,  but  that  they  were  responding  to  pressure  from  Congress  to  build  capital  in 
the  banking  system  in  order  to  reUeve  pressure  on  the  Bank  Insurance  Fund.  Until 
Congress  advised  otherwise,  it  was  clear  that  the  carnage  would  continue. 

The  New  England  delegation,  which  by  then  had  begun  to  speak  up,  turned  up  the 
volume  and  sUght  changes  began  to  occtir,  but  the  crackdown  in  New  England 
continued.  Worse,  its  processes  became  institutionalized  for  the  entire  country  in  the 
form  of  FDICIA.   FDICIA  constitutes  the  statutory  version  of  the  repressive  overkill 
that  preceded  it.  The  regulatory  approach  now  built  into  FDICIA  can  cause  what 
happened  in  New  England  to  happen  elsewhere  in  the  country  whenever  any  region's 
cychcal  economy  strains  its  banking  resources.  That  is  why  it  is  so  critical  that 
Congress  understand  the  New  England  experience  and  the  true  meaning  of  credit 
crunch,  when  and  why  it  ocoirs  and  whether  it  can  be  avoided  in  the  future.  Without 
that  understanding,  what  happened  in  New  England  will  happen  again. 


^-   See  Appendix  A  attached,  in  which  the  progressive  stages  of  credit  crunch  are 
outlined. 
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FDICIA  was  enacted  on  the  premise  that  the  Bank  Insurance  Fund  would 
continue  to  lose  money  (a  trend  that  is  now  reversed)  and  the  unfortunate  proposition 
that  a  crackdown  on  bank  lending,  coupled  with  increased  demand  for  capital,  is  the 
right  way  to  address  regional  economic  downturns.  Thus,  whether  or  not  you  beUeve 
that  what  occurred  in  New  England  was  appropriate,  shrinking  banks  by  limiting 
loans,  increasing  loan  loss  reserves  and  raising  capital  ratios  has  now  become  our 
nation's  standard  operating  procedure  for  dealing  with  regional  economic  downturns. 
This  pro-cyclical  process  built  into  FDICIA  is  a  very  dangerous  rescue  program.  The 
"cure"  created  by  Congress  is  worse  than  the  "disease".  (See  Appendix  B.) 

We  now  have  the  benefit  of  carefiilly-documented  studies  proving  that  a  repressive 
bank  regulatory  regime  applied  in  an  economic  downturn  will  exacerbate  that 
downturn,  force  beink-dependent  business  out  of  business,  and  will  stand  in  the  way  of 
recovery.^-  The  President  seems  to  understand  this  proposition.   On  the  other  hand, 
Congress'  "view"  on  the  matter  is  different.  It  is  set  forth  in  FDICIA.  Thus,  bank 
regulators  are  now  being  pushed  in  two  directions.  If  the  "message  fi"om  Congress" 
continues  to  reflect  the  repressive  philosophy  of  FDICIA  and  that  approach  continues 
to  be  pursued  by  the  regulators,  existing  credit  crunch  will  be  prolonged  and  others 
will  ocoir.  It  is  thus  appropriate  to  ask  whether  this  repressive  approach  is  still 
necessary,  whether  the  message  from  Congress  gives  the  right  signal,  and  whether 
FDICIA  stands  in  the  way  of  a  retiim  to  a  more  balanced  approach. 


^-   SEE:  "Bank  Regulation  and  the  Credit  Crunch",  Peek  and  Rosengren,  Federal 
Reserve  Bank  of  Boston,  1993;  "The  Procyclical  Application  of  Bank  Capital 
Requirements",  Sjrron  and  Randall,  Federal  Reserve  Bank  of  Boston,  Annual  Report, 
1991;  and  "The  Capital  Crunch:  Neither  a  Borrower  Nor  a  Lender  Be",  paper 
presented  at  Federal  Reserve  B£uik  of  Chicago  Conference  on  Bank  Structiu-e  and 
Competition,  May  1992. 
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Those  of  us  on  the  firing  line  in  1989,  when  the  self-styled  "Regulators  from  Hell" 
arrived  in  New  England,  did  not  need  a  crystal  ball  to  tell  us  that  the  eruption  of  the 
S&L  debacle  would  create  a  tidal  wave  of  political  backlash  that  could  decimate  our 
economy.  Nor  did  we  need  an  economic  study  to  tell  us  what  would  happen  to  our 
region's  economy  when  repressive  procedvires,  designed  to  be  applied  to  troubled  banks 
in  isolated  situations,  were  appUed  ever5rwhere  across  the  region.  But,  we  coxild  never 
have  predicted  then,  how  many  in  Congress  now  would  still  not  beUeve  that  credit 
crunch  is  real  and  that  its  destructive  process  can  occur  again. 

In  fact,  just  as  our  country  is  ready  to  rise  from  a  structural  recession;  just  when 
everyone  realizes  that  new  jobs  must  come  from  small  business,  we  are  told  by 
FDICIA  that  no  bank  can  ever  have  enough  capital  and  that  more  regulatory 
micro-msmagement  is  essential.  Bank  lenders  are  burdened  with  a  combined  regime 
of  risk-based  capital  and  leverage  capital,  coupled  with  higher  standards  for  loan  loss 
reserves  and  a  number  of  statutory  requirements  that  reqtiire  bank  regulators  to 
micro-manage  bank  aflFairs.  Moreover,  we  now  know  that  these  measures  are  designed 
to  prevent  from  happening  a  banking  industry  collapse  that  did  not  happen.  Thus,  the 
credit  crunch  issues  currently  confronting  Congress  are: 

1.  Should  the  pro-cycUcal  repressive  mechanisms  of  FDICIA  be  left  on  the 
books  now  that  the  dociunented  New  England  experience  has  shown  that 
this  approach  can  make  matters  worse  instead  of  better,  and 

2.  Now  that  loan  demand  is  beginning  to  turn,  what  steps  can  Congress  take  to 
affect  the  regulatory  climate  in  a  way  that  will  restore  a  more  balanced  and 
less  political  approach  to  the  regiilatory  process,  more  conducive  to  lending, 
without  jeopardizing  the  soundness  of  the  banking  system? 
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Before  addressing  these  questions  directly,  it  is  important  to  tinderstand  how  the 
recent  pattern  of  Congressional  response  to  banking  industry  developments  will  be 
counterproductive  if  it  continues.   Congress  needs  to  adjust  its  way  of  dealing  with 
banking  issues. 

Recent  patterns  of  Congressional  response  to  banking  issues  have  been  reactive. 
In  particular,  FDICIA  looks  backward.  At  its  heart  Ues  a  concern  that  while  adequate 
capital  is  the  key  to  bank  safety  and  sovmdness,  its  depletion  occurs  only  after  the 
problems  have  occurred.  With  early  warning  tripwires  and  micro-management, 
FDICIA  tries  to  correct  this  late  warning  system  by  taking  control  earlier  in  the 
process,  and  utilizing  a  flood  of  micro-management  and  early  warning  mechanisms. 
To  be  sure,  capital  is  a  "lagging  indicator"  but  in  fact  there  is  no  indicator  more 
lagging  than  yesterday's  politics.  With  FDICIA,  the  political  ramifications  of  the  S&L 
crisis  permitted  pubUc  indignation  not  only  to  signal  the  depth  of  the  problem,  which 
is  wholly  appropriate,  but  to  design  the  solution,  which  is  disastrous.   Congress 
certainly  must  listen  to  its  constituents,  but  in  solving  problems  it  must  look  to  the 
future,  not  the  past. 

If  Congress  intends  to  address  the  problems  now  built  into  our  banking  system  by 
FDICIA,  it  must  understand  how  FDICIA  can  work  to  retard  lending  rather  than  to 
stimulate  it.  If  FDICIA  (with  its  continued  drag  on  lending  to  small  business)  is  not  to 
be  repesded,  and  if  needed  modifications  are  still  unlikely,  at  least  its  worst  feattire 
can  be  mitigated.  Its  worst  feature  is  the  uncertainty  it  brings  to  the  process  of 
lending. 

FDICIA  gives  wide  discretion  to  regulators  who,  in  t\im,  appear  to  be  reacting  to 
Congressional  pressiu-e.  This  impression  alone  can  be  paralyzing.  As  long  as  bankers 
who  know  that  their  regional  economies  fluctuate  believe  that  regulators  can  be  driven 
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by  "politics"  into  changing  the  game  after  the  loans  have  been  made,  bankers  will  be 
afraid  to  hold  in  their  portfolio  loans  tied  to  the  local  economy.  Such  loans  can  lead  to 
the  bank's  shutdown  when  the  economy  falters  and  politically  driven  regulators  arrive 
on  the  scene.   That  paralysis  stiU  prevails  in  much  of  New  England  and  will  be  felt 
elsewhere,  as  other  bankers  view  what  has  happened  there.  As  long  as  bankers 
believe  that  regulatory  discretion  can  be  influenced  by  pohtics,  FDICIA  tells  them  not 
to  assume  the  risk  of  business  lending.  Thus,  the  price  of  FDICIA,  which  is  loans  not 
made,  becomes  jobs  not  created.  This  is  a  high  price  to  pay  for  assurance  that  the 
financial  system  will  never  again  catch  Washington  unawares.  Too  high!  If 
Washington  is  never  again  to  catch  bankers  unawares,  bankers  must  minimize  local 
business  lending. 

Regionally  applied,  repressive  regulatory  measures  to  increase  capital  and  reduce 
risk  during  business  downturns  inevitably  make  matters  worse.  FDICIA's  so-called 
"differential  regulation '  does  just  that,  forever,  whenever  and  wherever  it  is  applied. 
Anyone  familiar  with  the  credit  crunch  that  occxirred  in  New  England  understands  it. 
Such  understanding  leads  to  fear  of  repressive  regulators.  Even  if  paralysis  softens 
and  lending  begins  anew,  that  fear  will  create  conformity,  then  uniformity,  then 
homogeneity  in  lending.  Ultimately  it  means  the  end  of  credit  availability  to  any 
business  that  fails  to  fit  a  formvila  that  can  be  defended  before  any  examiner  in 
virtually  any  economy.  Formula  lending  raises  new  problems  for  any  economy  in  need 
of  structural  reboxmd.  It  also  leads  to  VELDA  SUE.^- 

In  fact,  much  of  the  demand  for  VELDA  SUE  is  artificially  created  by  the  present 
regulatory  repression.  But,  VELDA  SUE  can  create  a  permanent  credit  crunch  for 
those  who  fail  to  fit  a  formula.  Before  it  is  enacted,  bsilance  must  first  be  restored  to 


3.  Venture  Enhamcement  and  Loan  Development  Administration  for  Smaller 
Undercapitalized  Enterprises. 
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the  regxdatory  process.  Limiting  small  business  credit  solely  to  lo£ms  qualifying  for 
the  secondary  markets  can  have  a  devastating  impact  on  those  components  of  small 
businesses  that  cannot  be  reduced  to  formulae,  like  intuition,  innovation,  creativity, 
inventiveness  and  even—character.  Look  around  the  regions  you  come  from  and  ask 
how  their  economies  would  look  without  those  components.  So  before  we  allow  a 
banking  system  to  be  trashed  that  has  worked  well  for  years,  that  has  had  no 
"debacle",  that  has  cost  the  taxpayers  nothing,  and  has  historically  enabled  this 
country  to  thrive,  consider  what  will  happen  if  the  repressive  atmosphere  imposed  by 
FDICIA  continues  without  change.  Then  please  consider  whether  VELDA  SUE  isn't 
just  a  need  created  by  regulatory  repression.  In  short,  look  ahead  not  back  as  you 
consider  policy. 

I  realize  that  it  is  easier  to  answer  the  questions  raised  earlier  than  to  carry  out 
the  solutions.  Thus,  if  FDICIA  cannot  be  repealed,  or  even  be  modified,  lenders  must 
at  least  be  convinced  that  the  bank  regulators  have  returned  to  a  system  of  balanced 
regulation,  designed  to  encourage  sound  lending.  In  short,  normal  lending  can  resume 
if  the  regulators  can  inculcate  a  sense  of  trust  that  they  are  no  longer  capable  of 
political  influence,  but  are  committed  to  even,  counter-cyclical,  and  weU-balanced 
regulation.  When  the  regulators  are  seen  as  referees  again  rather  than  conveyers  of 
political  policies,  broad  business  lending  cjm  begin  again. 

This  is  why  the  Administration's  March  10  initiatives  have  now  become  so 
important.  But  by  themselves,  running  against  overwhelming  pressure  to  continue 
repressive  regulation,  they  can  do  Uttle.   On  the  other  hand,  if  they  are  allowed  to 
signify  and  symbolize  a  txuTiing  point  in  the  attitude  and  bearing  of  bank  regulators, 
these  small  steps  can  still  constitute  a  giant  leap  forward.  To  ensure  that  such  is  the 
case,  there  is  much,  therefore,  that  Congress  can  do,  even  if  it  fails  to  modify  FDICIA. 
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1.  Congress  can  change  its  message  even  if  it  doesn't  change  FDICIA.  The 
public  interest  is  not  better  served  by  having  regulators  assume  the  worst 
about  bainkers  and  the  lending  process.  It  is  best  served  by  encouraging  the 
small  business  lending  we  know  is  necessary  to  restore  the  jobs  this  country 
wants  and  needs. 

2.  Congress  can  also  encoxirage  bank  regulators  to  develop  a  new  and 
constructive  relationship  with  the  bankers  they  regulate.   The  adversarial 
relationship  encouraged  by  FDICIA  must  be  averted  by  positive  action. 

3.  Congress  can  also  encourage  regulators  to  communicate  their  attitude  and 
premises  regarding  the  economy,  collateral  values  and  desired  requisites  for 
business  lending.  It  is  wasteful  to  rely  any  longer  on  surprise  in  the 
examination  process.  Whatever  shock  value  surprise  may  have  had  when 
regulators  were  committed  to  reversing  banker  behavior,  regulators  should 
now  facilitate  the  lending  process  by  making  their  examinations  more 
predictable,  and 

4.  Before  enacting  VELDA  SUE,  be  certain  that  portfolio  lending  to  unique  and 
innovative  business  is  fully  restored.  There  is  nothing  wrong  with  adding 
new  ways  to  get  credit  to  small  business.  There  is  everything  wrong  with 
replacing  our  existing  system,  that  allows  for  local,  intuitive  lending,  with  a 
system  that  only  accommodates  formula  lending  limited  to  the  requisites  of  a 
secondau-y  market. 

I  thank  you  again  for  allowing  me  to  appear  before  you  and  would  be  pleased  to 
answer  any  questions  you  may  have. 
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It  is  important  to  understand  the  dynamics  of  credit  cmnch,  especially  if  it 
means  that  even  when  loan  demand  would  normally  accelerate,  banks  can  or  will  not 
respond.  In  New  Engl£ind,  it  was  triggered  when  the  area's  economy  was  on  a 
downward  cycle  and  bank  regulatory  pressures;  to  raise  lending  standards,  to  increase 
capital  and  to  raise  loan  loss  reserves  were  applied  pervasively,  not  just  sporadically 
as  contemplated  by  the  law.   Once  ignited,  credit  crunch  generates  elements  that  feed 
on  themselves.  Even  healthy  banks  are  affected.   Credit  crunch  can  cripple  a  region's 
economy.   How  much,  and  how  long  New  England  will  suffer  is  still  not  clear,  but  in 
light  of  FDICIA's  encodification  of  the  techniques  applied  by  regulators  in  New 
England,  it  is  important  to  understand  its  progressive  and  quite  predictable 
chronology. 


Credit  Crunch  Stages 

1.  It  begins  with  overinflation  of  asset  values  associated  with  rapid  area  growth, 
oversupply  of  capital  attracted  to  it,  and  "over-lending"  into  an  economy  which  is 
over-heated  because  of  these  phenomena. 

2.  A  cyclical  reaction  to  rapid  growth  eventually  sets  in,  increasing  cost  factors 
combine  with  the  supply-demand  curve  causing  asset  values  to  crest  and  start 
down.  Reductions  in  asset  values  accelerate  as  their  owners  try  to  unload  them 
and  stampede  towards  the  exits. 

3.  Then,  while  asset  values  are  in  full  retreat,  broad-scope  regulatory  clampdowns 
commence,  as  regulators  move  in  to  further  restrain  lending  already  curtailed  by 
the  cyclicjd  downturn  and  sinking  asset  values. 
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4.  These  measures  result  in  regulator-directed  transfers  of  bank  capital  to  loan  loss 
reserves  in  order  to  cushion  the  bank  against  projected  losses  and  protect  the 
Bank  Insurance  Fund  from  further  deterioration.  Earnings  deteriorate  further. 

5.  Outside  capital  cannot  be  raised  at  this  point  in  the  process.  While  bank  earnings 
are  in  negative  nvimbers,  the  only  way  to  maintain  appropriate  capital  ratios  is  to 
downsize—a  process  which  creates  an  even  greater  supply  of  unwainted  assets  in 
the  market,  leading  to  the  "death  spirad"  phenomenon  by  which  further  "marking 
to  market"  triggers  (all  over  again)  the  process  of  driving  values  down.  Then,  to 
build  capital  and  liquidity,  banks  often  must  sell  off  their  best  earning  operations 
(crown  jewels),  causing  even  more  earnings  deterioration. 

6.  Because  this  regulatory  process  occiu"S  across  an  entire  region  rather  than  in  the 
isolated,  episodic  instainces  for  which  the  supervisory  process  was  designed,  many 
area  banks  are  affected.  Through  further  asset  devaluation,  business 
deterioration,  caused  by  tightening  credit  and  a  worsening  economy,  the  vinilence 
spreads  to  other  banks-threatening  the  weak  and  weakening  the  strong. 

7.  It  is  only  a  matter  of  tinae  before  a  number  of  FDIC  assisted  closings  occur.  Then, 
the  bad  or  questionable  assets  of  merged  or  closed  institutions  are  rejected  and 
released  by  the  supervisory  agency  to  liquidators  to  be  sold  and  converted  to  cash, 
whether  or  not  the  demand  for  these  assets  is  anywhere  near  their  supply. 

8.  A  "second  wave",  so-called,  created  by  unbalanced  supply  sell-off  in  a  market  with 
no  demand  causes  even  more  downward  adjustment  in  prices  and  asset 
values— i.e.  another  "death  spiral".  Other  banks  which  survived  the  first  shock  see 
their  asset  values  shrink  more.  They  also  feel  the  "rollover  reflex",  which  is 
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characterized  by  more  asset  failtires  caused  by  the  flight  of  tenants  to  cheaper 
rents  in  buildings  thrown  off  by  earlier  bank  or  business  failures  and  bought  at 
bargain  prices.  Again,  the  process  spreads  by  feeding  on  itself. 

9.  Inevitably,  nvimerous  federaUy-insxired  financial  institutions  fail  under  these 
economic  circumstances.  The  closing  or  even  the  assisted  merger  of  these 
institutions  will  result  in  the  rettim  of  all  or  most  of  the  depositors'  funds,  but 
businesses  which  have  outstanding  loans  in  these  institutions  will  immediately  be 
cut  off  fi-om  their  normal  banking  relationship  and  ongoing  banking  services 
essential  to  their  operations.  These  loans  and  their  servicing  may  be  assumed  by 
an  acquiring  institution,  but  when  they  jire  not  picked  up,  or  when  there  is  no 
acquirer  for  the  bank,  the  borrower  is  cast  into  the  Umbo  of  a  "special  asset  pool" 
of  "bad"  or  "rejected"  loans.  Lines  of  operating  credit  are  shut  off,  adjustments 
and  extensions  are  virtually  impossible  and  "rescue"  by  smother  bank  in  the  same 
area  is  only  wishful  thinking.  In  such  circumstances,  business  borrowers,  even 
those  which  are  healthy  and  current,  are  in  for  "rough  sledding".  They  must 
obtain  financing  elsewhere,  in  a  climate  where  no  area  bank  wants  to  take  on 
more  business  loans,  especially  a  credit  that  might  be  "taunted"  when  it  comes  to 
examination  by  the  FDIC's  Department  of  Supervision  by  having  been  in  the 
portfoUo  of  a  failed  financial  institution. 

10.  The  spreading  impact  on  any  region's  economic  vitality  of  even  more  business 
firms  losing  their  credit  capacity  causes  more  damage  to  existing  collateral  values 
and  the  local  economy.  For  the  third  time  in  the  cycle,  the  shock  of  death-spiral 
hits  as  the  process  turns  in  on  itself  again,  driving  down  asset  values  everjrwhere, 
making  matters  even  worse  for  whatever  banks  or  businesses  are  still  standing. 
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11.  Ultimately,  the  overhang  of  special  assets  waiting  to  be  sold,  combined  with  the 
area's  battered  economy  stand  in  the  way  of  any  mere  cyclical  reboiind.  A 
perverse  circularity  sets  in  as  banks  wait  for  business  to  pick  up  and  business 
waits  for  banks  to  begin  lending.  Nothing  happens. 
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IMPACT  OF  REGULATORY  CHANGES 
ON  CREDIT  AVAILABILITY  IN  NEW  ENGLAND 

Gerald  H.  Little 

President 
New  Hampshire  Bankers  Association 

To  understand  the  impact  recent  changes  in  regulatory  guidelines  on  banking  and 
the  industry's  ability  to  meet  credit  needs  of  New  England  businesses,  we  must  put 
them  in  a  historical  context  regarding  economic  and  poUtical  pressures. 

It  is  generaUy  accepted  that  shock  and  outrage  generated  by  the  S&L  debacle  and 
the  realization  that  taxpayers  are  on  the  hook  for  the  clean-up  of  that  problem  are  the 
motives  behind  FIRREA  and  FDICIA,  two  massive  adjustments  to  banking's  statutory 
structure,  designed  to  ensure  that  what  happened  to  the  S&Ls  would  not  happen  to 
the  banks  and  the  Bank  Insiu-ance  Fund. 

As  this  post-1988  activity  and  the  regulatory  response  required  by  Congress  was 
put  into  motion,  the  New  England  economy  underwent  a  cyclical  decline  that  became  a 
structural  collapse.  Enormous  hits  were  suffered  by  high-tech  companies  and  defense 
contractors,  two  of  the  region's  most  important  economic  engines.  Construction, 
residential  and  commercial,  outran  the  pace  of  jobs.  In  light  of  spreading  economic 
decline,  the  Northeast  was  clearly  over-invested  in  real  estate. 

Challenges  to  the  banking  industry  are  not  new.  Economic  tumbles  at  different 
times  have  caused  great  suffering  in  the  agricultural  belt,  the  oil  patch,  the  rust 
belt... all  regions  that  witnessed  structural  collapse  of  their  economies.  Economic 
problems  caused  great  challenges  at  banks  in  those  areas  where  the  banks  were  tied  to 
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the  local  economy.  Businesses  failed,  banks  failed,  recovery  is  always  too  slow  and 
difficult;  but  recovery  took  place.  But,  whether  or  not  it  could  have  taken  place  in  the 
new  post-FIRREA  and  FDICIA  statutory  referent  is  the  key  question.  Thus  the 
dynamics  of  the  New  England  story  are  very  important.  In  New  England,  economic 
collapse  and  impaired  economic  engines  combined  with  a  cyclical  downturn  in  the 
economy  to  squelch  growth  and  expose  a  significant  amount  of  bank  investment  in  real 
estate. ..a  dynamic  that  resulted  in  high  levels  of  non-performing  loans  that  had  to  be 
dealt  with. 

But,  vmlike  the  ag  belt,  the  rust  belt  and  the  oil  patch,  another  force  came  into 
play  in  New  England.  New  England  was  unlucky  enough  to  suffer  the  first 
post-FIRREA  regional  recession  and  to  be  in  the  midst  of  the  deepest  recession  anyone 
can  remember  during  the  implementation  of  FDICIA. 

While  New  England  was  absorbing  those  non-performing  loans,  Congress' 
response  to  the  S&L  debacle,  FIRREIA,  was  appUed  to  all  banks  nationwide.  That 
included  boosting  capital  levels.  As  you  know,  banks  maintain  capital  to  cushion 
against  losses.  It  is  generally  agreed  that  heftier  capital  accounts  will  add  to  the 
safety  and  soundness  of  the  banking  industry.  However,  the  timing  was  unfortunate. 
When  banks  in  New  England  shovdd  have  been  using  capital  to  absorb  losses,  they 
were  required  to  raise  more.. .and  it's  near  impossible  to  do  both  at  the  same  time.  The 
result  was  our  head-start  on  the  credit  crxuich. 

FIRREA  was  followed  shortly  by  FDICIA.   FDICIA,  with  its  risk-based  premiums 
and  risk-based  capital  and  capital-based  regulation,  clearly  says  to  a  banker... "limit 
your  exposure  to  risk...  or  be  prepared  to  pay  for  it."  When  the  cost  of  risk  is  more 
capital,  and  the  penalty  for  not  having  the  capital  is  early  failure  of  your  bank  and 
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qviite  possibly  severe  civil  money  penalties  and  unlimited  liability  for  directors  and 
officers,  the  result  is  very  cautious  behavior. 

How  does  this  relate  to  economic  recovery  aind  job  creation? 

FDI CIA's  risk-based  capital  guidelines  tell  us  that  the  riskiest  credit  a  bank  can 
extend  is  a  commercial  loan.  Current  examination  standards,  except  as  modified 
recently  by  the  Administration,  require  bulletproof  documentation  verifying  ability  to 
pay  back  the  loan  before  any  checks  are  cut. 

In  normal  circumstances,  this  would  be  an  aggravation  for  banks  and  businesses, 
but  one  we  could  adapt  to... but  things  are  not  normal  in  New  England. 

Banks  have  failed,  bankruptcy  is  at  record  levels  and  a  lot  of  businesses  that 
survived  have  lost  their  collateral  with  the  devaluation  of  the  real  estate  market  or 
have  suffered  cash  flow  problems  for  the  past  two  years.  Many  can't  generate  the 
documentation  to  qualify  for  a  loan. 

Please  don't  get  the  opinion  that  commercial  credit  is  not  being  extended  in  New 
England.  It  is. ..every  day  of  every  week.  But  traditionally,  every  recession  has  been 
followed  by  an  increase  in  bank  credit  extended  to  business.  Following  the  recent 
recession,  bank  credit  to  business  has  decreased.. ..nationally,  not  just  here  in  New 
Hampshire. 

The  major  change  between  this  recovery  and  others  is  regulatory.  It  is  simply 
harder... and  many  would  say  rightly  so...  to  qualify  for  credit.  Bankers  are  more 
cautious  as  well — and  again— rightly  so.  But  the  regulators  are  not.  They  are  still 
following  the  directives  of  a  Congress  that  is  more  focused  upon  debacle  avoidance 
than  on  economic  recovery. 
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Mr.  Spratt.  Thank  you,  Mr.  Gallagher.  We  will  go  to  Mr. 
Framptom  next  and  then  put  questions  to  you  together  as  a  panel 
afterwards. 

STATEMENT  OF  JOSEPH  H.  FRAMPTOM,  PRESffiENT  AND  CEO, 
THE  PADUCAH  BANK  AND  TRUST  CO.,  PADUCAH,  KY,  ON  BE- 
HALF OF  THE  KENTUCKY  BANKERS  ASSOCIATION 

Mr.  Framptom.  Mr,  Chairman,  members  of  the  committee,  I  ap- 
preciate the  opportunity  to  be  here  with  you  today  and,  hopefully, 
share  some  of  my  thoughts  on  credit  availability  and  the  regulation 
of  the  banking  industry. 

You  should  know  I  am  active  in  the  Kentucky  Bankers  Associa- 
tion, serving  as  president-elect,  and  also  serve  on  the  government 
relations  council  of  the  American  Bankers  Association,  but  today  I 
would  reallv  like  to  speak  from  my  perspective  as  the  president 
and  CEO  of  a  small  community  banking  concern  in  Kentucky,  and 
I  am  particularly  indebted  to  my  Congressman,  Tom  Barlow,  and 
his  staff  for  making  it  possible  for  me  to  be  here  today  and  to  share 
my  views  with  you. 

You  should  also  know  that  only  since  1984  have  I  been  a  banker. 
Prior  to  that  time  I  worked  in  two  family  owned  small  businesses 
and  since  that  time,  while  I  have  been  in  banking  as  a  profession 
I  have  also  invested  with  other  partners  in  various  businesses,  and 
so  not  only  am  I  on  the  lender's  side  of  the  desk  but  I  have  been 
and  continue  to  be  on  the  borrower's  side  of  the  desk,  and  I  think 
that  gives  me  a  somewhat  different  perspective  than  people  who 
have  been  professional  bankers  all  their  life. 

If  you  read  my  written  testimony,  where  I  have  excerpted  certain 
experiences  from  my  banking  career,  you  will  see  I  have  focused  on 
problem  areas;  and,  imfortunately,  that  probably  gives  you  a  very 
negative  perspective  of  my  ideas  of  banking.  In  my  testimony  I  at- 
tempted to  cite  problems  and,  thus,  I  am  probably  overly  negative. 
Today,  I  would  like  to  develop  some  sort  of  a  balanced  approach  to 
these  ideas  and  share  with  you  a  few  positive  comments. 

There  is  a  great  deal  of  satisfaction  in  my  career  as  a  banker. 
I  enjoy  working  with  a  broad  cross  section  of  citizens,  business  peo- 
ple, minorities  in  my  community,  helping  them  resolve  problems 
and  using  the  limited  resources  that  are  available  to  me  to  assist 
them. 

You  should  also  know  that  Kentucky's  banking  industry  is  ex- 
tremely healthy.  We  have  over  300  banks  in  Kentucky  ranging  in 
size  from  $6  billion  to  less  than  $1  million  in  assets.  My  bank's 
total  assets  are  about  $125  million.  That  means  over  80  percent  of 
the  banks  in  Kentucky  are  smaller  than  my  bank.  So  our  climate 
is  really  made  up  of  many  small  banks. 

It  would  also  be  helpful  for  you  to  know  perhaps  that  since  1980 
there  have  been  only  six  bank  failures  in  the  State  of  Kentucky. 
That  is  a  significant  statistic,  so  I  come  from  a  slightly  different 
perspective  tnan  bankers  in  economies  in  other  regions  of  the  coun- 
try that  have  had  different  experiences. 

There  has  been  much  said  about  regulatory  pressure,  but  I  think, 
again,  in  view  of  a  balanced  approach,  I  would  like  you  to  know  in 
my  short  banking  career  I  have  had  an  excellent  relationship  with 
regulators.  We  have  had  the  opportunity  to  dialog  about  our  com- 
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mon  problems  and  common  issues.  I  have  not  always  agreed  with 
them  nor  they  with  me,  but  we  have  had  the  opportunity  to  discuss 
our  problems,  we  have  had  the  opportunity  to  make  phone  calls  one 
to  another  when  they  are  not  onsite  conducting  an  exam,  and  I 
think  that  is  the  way  the  process  should  work,  and  in  my  experi- 
ence it  has  worked  well  and  has  provided  the  opportunity  for  us 
to  be  a  better  bank. 

I  also  think  you  should  be  aware  that  in  Paducah,  KY,  we  have 
three  commercial  banks  with  total  assets  of  about  $1  billion,  and, 
to  me,  it  is  a  model  of  cooperation.  I  have  heard  a  lot  of  testimony 
today  about  what  goes  on  in  marketplaces  and  I  have  read  other 
testimony,  but  our  three  banks  work  together  to  serve  our  commu- 
nity. We  compete  head  to  head  for  those  customers  in  a  60,000  pop- 
ulation marketplace,  but  we  also  cooperate  on  a  number  of  commu- 
nity joint  ventures  and  I  will  speak  to  those  in  a  few  minutes. 

I  am  also  optimistic,  because  of  hearings  such  as  this  and  testi- 
mony such  as  the  panels  here  today,  progress  will  be  made  which 
will  continue  to  ensure  the  health  of  our  oanking  industry  and  its 
ability  to  serve  our  communities.  I  am  not  concerned  about  specific 
regulations.  Some  bother  me  individually,  but  what  troubles  me  is 
the  cumulative  effect  of  regulation  piled  upon  regulation.  In  fact, 
Congress  has  passed  over  44  major  pieces  of  legislation  affecting 
banking  in  the  last  5  years. 

The  regulatory  buraen  has  become  the  primary  focus  of  how  we 
conduct  our  business.  I  think  it  has  been  a  serious  overreaction  to 
the  problems  of  the  1980's,  and  certainly  from  our  perspective  in 
Kentucky  that  is  doubly  true.  The  problems  were  in  the  savings 
and  loan  industry,  they  were  not  in  the  banking  industry.  The  pen- 
dulum has  swung  too  far.  Banking  has  been  and  remains  an  en- 
tirely different  industry  from  the  savings  and  loan  industry  of  the 
1980's  and,  as  such,  it  should  be  differentiated  as  regulations  are 
passed. 

Banks  continue  to  handle  their  own  problems  through  the  Bank 
Insurance  Fund.  No  taxpayer  dollars,  to  my  knowledge,  have  been 
used  to  bail  out  depositors  of  banks.  There  is  a  line  of  credit  that 
was  approved,  but  it  has  not  been  used,  and  Chairman  Hove  [of  the 
FDIC],  whom  I  heard  speak  recently,  indicated  that  there  will  be 
no  need  because  the  Bank  Insurance  Fund  is  healthy  and  growing 
as  banks  improve  their  balance  sheets  and  reduce  their  losses. 

Examples  cited  in  my  testimony  will  emphasize  that  this  regula- 
tion of  the  industry  has  gone  too  far.  It  has  restricted  the  flow  of 
credit  to  the  marketplace.  And  I  would  like  to  briefly  review  some 
of  the  examples  that  are  set  forth  in  my  testimony.  I  shall  not  read 
them  because  you  can  enlarge  upon  any  concerns  you  might  have 
with  questions.  But  I  would  like  to  mention  them  in  summary 
form. 

I  mentioned  bankruptcy  and  a  particular  experience  our  bank 
has  had  with  a  major  plant  in  an  adjoining  county  that  went  in 
with  a  great  deal  of  promise  of  many  new  jobs  in  a  county  with 
high  unemployment.  We  funded  that  and  got  the  personal  guaran- 
tees of  owners  and  we  had  real  estate  appraisals.  It  was  a  brand 
new  facility  and  a  company  with  an  operating  track  record.  But 
within  IV2  years  they  ceased  operation,  took  bankruptcy,  and  we 
have  been  nearly  3  years  and  multiple  thousands  of  dollars  at- 
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tempting  to  acquire  back  that  property  to  which  we  had  a  clear  and 
uncontested  first  mortgage. 

That  property  still  sits  idle  while  the  borrowers  have  used  the 
court  system  within  bankruptcy  to  delay  and  to  try  to  pass  blame 
fi-om  themselves  to  anyone  else.  That  has  been  extremely  frustrat- 
ing to  us  as  we  now  have  a  nonperforming  loan  and  a  noneaming 
loan  which  takes  assets  out  of  our  balance  sheet. 

I  am  happy  to  say,  by  the  way,  although  not  in  my  testimony, 
that  while  the  plant  continues  to  sit  empty,  that  just  today  my  staff 
is  continuing  to  negotiate  with  a  group  of  minority  owners  who  in- 
tend to  take  over  that  plant,  and  I  truly  hope  they  are  successful 
and  help  us  get  by  this  tremendously  burdensome  morass  of  legal 
entanglement. 

I  mentioned  environmental  liability,  and  I  cite  two  instances: 
One  where  we  had  a  successful  business  customer  who  wanted  to 
expand  across  the  street.  The  normal  environmental  audit  deter- 
mined that  there  was  an  unknown  and  unused  kerosene  tank 
under  a  concrete  floor.  He  spent  about  $15,000  to  determine  that, 
and  we  chose  not  to  make  the  loan  to  him. 

Although  he  is  a  good  creditworthy  customer,  because  of  the  fear 
of  what  might  happen  to  our  bank  if  anything  ever  went  wrong 
under  the  context  of  environmental  liability,  that  business  trans- 
action did  not  occur  because  of  the  fear  of  reprisal  that  might  occur 
under  the  environmental  decisions  that  we  have  seen  across  this 
country.  We  are  very  wary  as  lenders  as  to  what  impact  might  hap- 
pen to  us  as  a  lender  from  environmental  problems. 

I  also  cite  an  instance  where  we  loaned  to  a  convenience  store 
operator  with  eight  locations  in  three  States.  He  did  pay  for  an  en- 
vironmental audit  to  make  sure  all  locations  were  clean,  and  they 
were  clean,  but  the  inordinate  cost  will  be  passed  on  to  consumers, 
and  I  cite  that  only  as  a  cost-benefit  tradeoff,  which  I  think  we 
must  always  be  aware  of. 

In  some  depth  I  approached  the  concerns  of  Reg  0,  and  I  think 
it  is  a  sad  state  of  affairs  when  people  such  as  myself,  a  director, 
a  stockholder,  and  officer  are  dramatically  limited  by  the  amount 
of  borrowing  that  we  can  do  with  our  own  oank. 

Now,  I  recognize  that  there  have  been  abuses  and  improprieties, 
but,  as  Mr.  Gallagher  said,  those  are  a  few  rotten  apples  in  the 
basket,  not  the  entire  basket,  and  I  do  not  like  to  be  called  account- 
able for  the  sins  of  a  few,  nor  do  my  directors,  who  are  upstanding, 
creditworthy  citizens  and  businessmen  in  our  community. 

And,  frankly,  it  is  embarrassing  for  them  to  have  to  go  to  a  com- 
petitor bank  or  to  an  out-of-State  bank  to  borrow  funds  when  they 
could  do  so  in  our  own  bank.  I  think  that  is  an  example  of  an  over- 
reaction  to  some  few  problems  lending  to  insiders,  and  I  might  add 
that  examiners  have  always  had  thorough  knowledge  of  loans  made 
to  insiders.  They  see  them  and  look  at  them  first  whenever  they 
come  into  our  bank,  and  this  has  been  true  long  before  FDICIA. 

But  now  I  may  not  borrow  more  than  $100,000  in  my  own  bank 
except  to  finance  the  purchase  of  my  own  home,  which  I  have  not 
bou^t  since  FDICIA,  or  to  finance  the  education  of  my  children. 
And  I  mention  further  that  in  one  of  my  entrepreneurial  ventures 
with  some  other  partners,  I  had  to  go  to  a  competitor  bank  and  bor- 
row funds.  I  could  not  do  that  at  my  own  bank.  Now,  that  is  per- 
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haps  not  bad  from  your  perspective,  but  in  a  small  community,  it 
is  not  what  I  nor  my  directors  wish  to  do. 

And,  frankly,  what  happens  here  is  people  who  are  serving  as 
bank  directors  choose  to  retire  or  get  off  boards  or  not  accept  serv- 
ice because  it  restricts  their  ability  to  borrow  in  their  local  commu- 
nity. Furthermore,  it  is  also  embarrassing  for  my  directors  when 
they  are  in  the  community,  marketing  our  bank  to  say,  well,  gee, 
we  would  like  for  you  to  borrow  from  our  bank  but  I  don't  borrow 
there.  It  is  a  double  standard  and  I  think  it  is  dramatic,  a  dramatic 
example  of  regulatory  overkill. 

I  also  would  mention  director  liability,  because  my  directors  are 
frightened  in  nearly  every  credit  decision  they  make  about  the  pos- 
sibility of  lender  liability.  Now,  it  is  not  that  we  have  had  any  prob- 
lems with  it.  We  have  not,  except  for  one  small  suit  I  mentioned. 
We  have  not  had  a  bad  experience,  but  the  fear  is  always  there. 

And  my  directors  are  aware  of  the  potential  that  their  personal 
assets  are  at  risk  because  of  decisions  they  make  on  behalf  of  our 
corporation.  And  that  has  had  a  dramatic  impact  on  their  approach 
to  lending  and  if  they  even  suspect  the  possibility  of  some  future 
lender  liability  problems,  I  can  tell  you  what  happens:  The  same 
thing  that  happens  when  we  suspect  an  environmental  problem  or 
the  potential  of  bankruptcy.  The  credit  is  not  granted.  And  it  is  a 
fear  that  is  very  serious. 

I  mention  some  court  cases  in  Kentucky.  The  facts  do  not  matter, 
at  least  to  my  directors.  What  matters  is  the  fact  that  there  were 
cases  brought,  there  were  decisions  rendered  and  there  were 
awards  granted,  multimillion  dollar  awards.  And  for  our  bank  to  be 
found  guilty  not  of  negligence  but  just  perhaps  of  bad  faith,  which 
has  never  oeen  clearly  defined  by  the  courts,  would  be  a  disaster 
if  some  plaintiff  was  successful  against  our  bank  in  a  multimillion 
dollar  lawsuit. 

I  won't  delve  long  into  Truth  in  Savings.  One  of  my  colleagues 
who  knew  I  was  coming  here  to  testify  said  to  me,  Joe,  send  one 
message,  "Repeal  the  whole  mess."  I  think  that  is  representative  of 
the  sentiments  I  hear  expressed.  Most  bankers  feel  it  will  be  costly, 
confusing,  and  not  worth  the  effort. 

Now,  there  are  those  who  take  a  divergent  point  of  view  and  I 
appreciate  that  because  I  want  to  inform  my  customers  clearly  as 
to  what  they  can  expect  from  their  deposit  instruments.  I  do  not 
make  a  practice  of  being  unethical  or  misrepresenting  what  we  will 
pay  them,  when  we  will  pay  them,  or  how  we  will  pay  it,  but  the 
thousands  and  thousands  of  dollars  that  our  staff  is  spending  in 
training  and  becoming  educated  about  Truth  in  Savings  is  an  excel- 
lent example  of  regulatory  overkill. 

It  is  simply  not  necessary.  It  will  be  confusing  to  our  customers, 
who  are  now  beginning  to  receive  newly  printed  bulletins,  bro- 
chures and  statements  of  everv  product  and  service  that  we  offer 
and  stating  it  in  terms  with  which  they  are  totally  unfamiliar  and 
do  not  understand.  I  think  the  whole  law  needs  to  be  rethought. 

I  have  cited  two  examples  of  bank  expansion.  If  banks  are  to 
compete  with  nonregulated  providers  of  financial  services,  we  must 
be  granted  the  power  to  expand.  The  one  example  I  cite  is  from  a 
banker  friend  of  mine  who  runs  a  very  small  $25  million  bank  who 
wishes  to  acquire  three  branches  of  a  savings  and  loan  that  has  not 
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served  its  rural  communities  well.  He  has  spent  thousands  of  dol- 
lars, employed  professional  consultants  and  attorneys  to  represent 
him  in  the  application  process  and  continues  today  to  be  extremely 
frustrated  by  mixed  signals  from  regulators  who,  first  are  in  favor 
and  then  opposed,  and  then  say,  well,  it  may  be  legal  but  we  don't 
think  it  is  a  good  idea. 

That  is  extremely  frustrating  because  he  wants  to  expand  his 
product  and  service  offerings  into  communities  that  are  now  under- 
served,  small  rural  agricultural  Kentucky  communities,  and  he  is 
being  thwarted  by  a  burdensome  regulatory  application  process 
that  is  multilayered. 

Finally,  I  would  comment  on  the  Community  Reinvestment  Act, 
which  has  been  discussed  here  today.  I  have  no  problem  nor  do  my 
directors  with  the  Community  Reinvestment  Act.  We  believe  in  the 
intent  and  the  precepts,  but  we  disagree  totally  with  the  inordinate 
amount  of  paperwork  required  to  document  our  efforts. 

We  are  involved  in  a  number  of  minority  lending  projects  in  our 
community,  three  or  four,  at  the  moment.  The  last  time  the  regu- 
lators were  in  my  bank  they  said,  Joe,  you  are  doing  a  great  job, 
the  only  problem  is  you  have  to  spend  more  time  documenting 
what  it  is  you  are  doing.  And,  as  I  cited  in  my  testimony,  since 
1977,  when  this  law  went  on  the  books,  not  one  inquiry  have  we 
had  from  any  consumer  about  what  is  in  our  CRA  file.  Now,  that 
is  different  than  some  of  the  problems  in  Chicago  or  other  urban 
problem  areas. 

My  point  is  that  community  banks,  by  definition,  are  serving 
their  communities.  I  cannot  geo-code  by  ZIP  Code.  I  only  have  one 
ZIP  Code.  It  makes  no  sense.  So  I  have  a  map  with  multicolored 
pins  that  show  where  we  make  loans  and  where  we  reject  loans. 
There  needs  to  be  a  different  application  of  the  CRA  documentation 
requirements  on  smaller  community  banks.  It  is  not  that  we  don't 
want  to  serve  our  communities  or  make  minority  loans  or  react  to 
small  business  and  consumers,  we  do — and  examiners  know  that 
because  they  come  in  our  bank  and  are  free  to  look  at  each  and 
every  loan  file  we  have — but  the  documentation  is  burdensome,  un- 
necessary, and  overwhelming. 

In  summary,  it  has  been  very  clear  our  commercial  banks  are 
this  country's  primary  source  of  credit  to  small,  midsized  busi- 
nesses. We  need  to  keep  our  industry  viable  so  we  can  continue  to 
provide  that  credit  and  keep  it  flowing.  We  need  to  reduce 
micromanagement  of  banks  by  regulation.  We  need  to  recognize 
that  no  single  regulation  can  oe  applied  uniformly  to  every  bank 
in  this  country.  Don't  make  me  fill  out  small  business  loan  applica- 
tions. Every  one  is  different.  I  meet  for  hours  and  counsel  with 
each  borrower.  I  cannot  relegate  that  kind  of  process  to  a  2-page 
form. 

You  must  recognize  that  the  decisions  of  lending  are  a  complex 
judgment  process.  They  are  not  a  black  and  white  "cookie  cutter" 
approach.  I  also  think  it  is  unfair  to  expect  the  banking  system  by 
regulation  to  correct  our  social  ills.  We  have  lots  of  problems.  We 
have  discrimination.  We  have  people  exempted  from  the  good  life- 
styles we  would  hope  everyone  strives  for,  but  correcting  them 
through  the  banking  system  by  inordinate  levels  of  regulation  is 
not  appropriate. 
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And  I  also  think  serious  thought  needs  to  be  given  to  regulating 
our  nonregulated  competitors.  I  am  losing  loans  to  nonregulated 
competitors.  I  lost  a  lease  by  200  basis  points  to  a  nonbank  cus- 
tomer last  month.  How  can  that  nonbank  customer  offer  funds  to 
my  customer  at  a  cheaper  rate?  I  can  tell  you  why.  He  does  not 
have  to  document  CRA.  He  does  not  have  to  make  any  loan  other 
than  the  kind  he  wishes  to  make.  He  does  not  have  a  Truth  in  Sav- 
ings Act  to  follow.  His  directors  do  not  have  Reg  O  and  the  prob- 
lems that  my  directors  have.  His  costs  are  less. 

In  summary,  let  me  suggest  three  guiding  principles  I  hope 
would  help  us:  You  should  provide  relief  as  appropriate  opportuni- 
ties arise  to  an  already  overregulated  and  complex  industry.  House 
bill  962  is  an  example  of  that.  It  goes  a  long  way  toward  correcting 
some  past  problems. 

You  should  carefully  evaluate  each  new  regulatory  proposal  in 
the  context  of  a  balanced  approach.  Does  the  cost  of  implementing 
the  regulation  override  the  benefit  to  the  taxpayer,  the  consumer, 
the  depositor,  the  shareholder,  the  community? 

And,  finally,  I  think  I  would  like  to  suggest  that  perhaps  the  use 
of  an  independent,  nonpolitical  commission — this  is  not  my  unique 
idea,  it  has  been  put  forth  before — that  could  explore  the  possibility 
of  significant  legislative  changes  that  would  balance  public  policy 
and  concerns  with  a  regulated  financial  services  industry,  which  is 
different  today  than  it  has  ever  been  in  the  past.  I  thmk  such  a 
study  would  lead  us  to  a  new  direction  approaching  our  financial 
services  from  a  new  perspective. 

Mr.  Chairman,  thank  you  very  much  for  the  opportunity  to  ex- 
press my  thoughts,  and  I  would  welcome  any  questions  you  might 
have. 

[The  prepared  statement  of  Mr.  Framptom  follows:] 
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Mr.  Chairman,  I  am  Joe  Framptom,  President  and  Chief  Executive  Officer  of  The 
Paducah  Bank  and  Trust  Company,  Paducah,  Kentucky.   I  am  currently  serving  as 
president-elect  of  the  Kentucky  Bankers  Association,  which  represents  about 
300  commercial  banks  in  Kentucky  ranging  in  asset  size  of  nearly  $6  billion  to 
less  than  $1  million.  Our  members  include  98%  of  all  banks  in  Kentucky  and 
have  combined  total  assets  of  more  than  $43  billion.   Our  industry  is  very 
healthy.   There  have  been  only  six  bank  failures  in  Kentucky  since  1980.   My 
own  bank  has  total  assets  of  just  under  $130  million,  which  means  that 
approximately  81%  of  all  banks  in  Kentucky  are  even  smaller  than  we.   I  also 
serve  on  the  Government  Relations  Council  of  the  American  Bankers  Association, 
which  as  you  know  is  a  national  trade  and  professional  association  for 
America's  commercial  banks  from  the  smallest  to  the  largest. 

I  am  particularly  pleased  to  be  here  today  to  share  my  thoughts  about  bank 
regulation  and  the  impact  it  is  having  upon  credit  availability  for  consumers 
who  use  the  services  of  commercial  banks.   I  commend  you,  Mr.  Chairman,  and 
members  of  this  committee  for  holding  this  hearing  in  order  to  learn  more 
about  these  issues  which  impact  not  just  our  industry,  but  also  the  health  of 
our  national  economy.   I  appreciate  the  interest  in  these  issues  as  expressed 
by  my  own  Congressman,  the  Honorable  Tom  Barlow  of  Kentucky's  First  District, 
who  has  made  it  possible  for  me  to  be  here  with  you. 
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Today  I  wish  to  share  with  you  personal  experiences  from  my  work  as  a  banker 
in  our  highly  regulated  industry.   1  intend  to  provide  facts  which  compel  me 
to  conclude  that  many  of  the  regulations  approved  by  Congress  are  unnecessary 
and  counterproductive.   In  fact,  their  mere  presence  has  hampered  the  ability 
of  banks  to  lend  and  businesses  to  borrow,  thus  restricting  the  flow  of  credit 
within  our  economy.  Without  exception,  bankers  with  whom  I  speak  are 
frustrated  and  disheartened  by  the  burden  of  voluminous  regulations  which  are 
costly,  complicated,  and  confusing.  Horse,  many  regulations  enacted  by 
Congress  and  promulgated  by  various  regulatory  agencies  do  absolutely  nothing 
to  promote  the  safety  and  soundness  of  our  industry. 

Banking  regulation  should  focus  primarily  on  the  protection  of  depositors, 
consumers,  and  taxpayers.   Unfortunately,  these  purposes  have  not  been 
achieved.   Insured  depositors  in  failed  savings  and  loan  institutions  have 
been  paid  billions  of  dollars  from  taxpayer  funds  during  the  past  decade; 
however,  taxpayer  dollars  have  never  been  appropriated  for  the  insurance  fund 
of  the  commercial  banking  industry.   A  widely  held  perception  is  that  banks 
were  "bailed  out"  with  taxpayer  dollars,  but  the  costs  of  closing  failed 
commercial  banks  and  absorbing  their  remaining  assets  have  been  borne 
exclusively  by  the  Federal  Deposit  Insurance  Corporation  funded  with  premiums 
paid  by  banks.   Further,  most  consumers  with  whom  I  speak  do  not  feel  that  the 
Federal  Government  has  acted  to  protect  their  interests.   Instead,  my 
customers  are  bewildered  and  dismayed  by  the  volume  of  documents  filled  with 
notifications,  disclosures,  and  legal  mumbo- jumbo  about  their  rights.   In 
fact,  customers  whom  I  serve  simply  do  not  appreciate  the  very  laws  written  to 
"protect  them  from  improper  or  incomplete  disclosures  by  lenders",  and 
actually  resent  the  arduous  process  required  to  close  a  loan  or  open  a  deposit 
account. 

No  banker  will  oppose  appropriate  legislation  that  effectively  promotes  the 
safety  and  soundness  of  our  industry.  However,  all  bankers  agree  that  more 
than  AO  major  regulatory  reforms  affecting  bank  operations  which  have  been 
passed  by  Congress  since  1987  are  unnecessary  overkill  that  have  actually 
restricted  the  availability  of  credit  by  inhibiting  the  willingness  of  bankers 
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to  lend,  and  by  diminishing  the  desire  of  business  owners  to  borrow  due  to 
burdensome  costs  and  ridiculous  paperwork. 

Testimony  provided  to  this  committee  and  others  has  adequately  and 
appropriately  outlined  the  relationship  between  the  increase  in  bank 
regulation  and  the  availability  of  credit,  the  excessive  cost  of  compliance 
with  these  regulations,  the  abuse  of  our  bankruptcy  system,  and  the  ever 
present  threat  of  environmental  liability.   I  shall  not  review  the  statistics 
nor  the  opinions  of  the  trade  associations  on  these  issues.   Instead  I  would 
like  to  relate  several  personal  experiences  that  arise  directly  from  my  own 
banking  career. 

BANKRUPTCY 

In  1989,  our  bank  made  loans  to  a  food  processing  company  in  an  adjacent 
county.   This  new  business  moving  into  the  area  was  expected  to  create  AO-50 
new  jobs.   It  enjoyed  the  support  of  city,  county,  and  state  economic 
development  officials.   Unfortunately,  after  less  than  two  years  of  operation, 
the  company  declared  bankruptcy  and  shortly  thereafter  ceased  operations.   Our 
bank  then  embarked  upon  a  legal  process  to  gain  control  of  the  property  on 
which  we  retained  a  first,  and  I  might  add,  uncontested  mortgage.   After  18 
months  and  legal  fees  approaching  $A0,000,  we  did  receive  a  deed  to  the 
property,  but  not  before  the  owners  and  unsecured  creditors  used  every 
possible  legal  remedy  within  bankruptcy  to  contest,  delay,  and  frustrate.   I 
recognize  that  all  parties  have  certain  rights,  but  at  whose  expense?  Due  to 
all  these  needless  legal  proceedings,  the  property  still  sits  vacant,  offering 
no  jobs  in  a  small,  rural  county  with  an  unemployment  level  above  the  Kentucky 
state  average.   A  number  of  potential  operators  have  reviewed  the  situation, 
but  due  to  their  concern  about  the  bankruptcy  proceedings  or  the  bank's 
unwillingness  to  risk,  once  again,  the  protracted  delays  and  subsequent  costs 
of  a  bankruptcy  proceeding,  no  deal  has  been  consummated.   Our  bank's 
directors  are  wary  of  a  system  that  protects  the  debtor  and  raises  the  ugly 
potential  of  officer  and  director  liability.  Meanwhile,  the  plant  is  vacant, 
there  are  no  new  jobs,  and  the  county's  economy  continues  to  suffer.   Both 
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bankers  and  consumers  would  have  benefitted  from  bankruptcy  reform  which 
should  have  been  enacted  by  the  102nd  Congress.  We  need  that  bankruptcy 
reform  now! 

ENVIRONMENTAL  LIABILITY 

The  threat  of  potential  liability  due  to  an  environmental  issue  precluded  our 
bank  from  lending  to  a  very  credit-worthy  and  successful  customer.  A  small 
business  owner  wished  to  acquire  a  building  just  across  the  road  from  his 
existing  facility  which  he  would  use  for  an  expansion  of  a  new  product  line. 
The  adjacent  location  was  perfect  and  the  new  brick  building  was  just  the 
right  size.   Unfortunately,  during  the  course  of  the  $15,000  environmental 
investigation,  a  small,  old  kerosene  tank  was  found  under  the  concrete  floor 
of  the  building.   The  bank  did  not  want  to  lend  due  to  the  risk  of 
environmental  lender  liability.   Since  the  customer  could  not  remove  the  tank 
without  demolishing  the  building,  the  business  acquisition  did  not  occur. 
This  action  on  the  part  of  the  bank  could  easily  be  construed  as  a  restriction 
of  credit  to  a  small  business.   The  decision,  however,  was  not  due  to  the 
bank's  lack  of  desire  to  lend  or  unwillingness  to  work  with  the  customer. 
This  business  loan  did  not  fund  due  to  the  real  threat  of  lender  liability  as 
interpreted  under  today's  regulations.  Relief  from  such  potential  liability 
will  promote  economic  expansion. 

In  a  slightly  different  situation,  the  bank  did  lend  to  a  convenience  store 
owner  who  wished  to  expand  his  business  to  eight  locations  In  three  different 
states.   Prior  to  granting  the  loan,  we  did  require  a  full  environmental  audit 
at  a  cost  of  $9,000,  which  was  paid  by  the  small  business  owner.  This 
sizeable  cost  of  securing  credit  will  no  doubt  be  passed  on  to  his  customers 
who  will  pay  higher  prices  in  order  to  protect  the  bank  from  the  threat  of  a 
potential  lender  liability  problem.   Should  consumers  pay  for  this  kind  of 
regulatory  overkill?  1  think  most  definitely  not. 
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REGULATION  0 

Regulation  0  has  long  been  in  place  to  assure  that  extensions  of  credit  to 
bank  executive  officers,  directors,  and  principal  shareholders  are  made  on  the 
same  terms  and  conditions  that  would  be  available  to  any  borrower.  Although 
burdensome  with  extensions  of  credit  requiring  prior  approval  by  the  full 
board  of  directors,  I  agree  with  the  intent  of  such  legislation. 
Unfortunately,  the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of 
1991  (FDICIA)  has  dramatically  changed  the  rules,  making  it  difficult  or 
impossible  for  officers,  directors,  and  principal  shareholders  to  borrow  from 
theii  own  banks.   These  are  the  very  same  people  who  have  historically  been 
some  of  a  community  bank's  best  customers  and  strongest  supporters.  As  a 
shareholder,  officer,  and  director,  my  total  borrowing  capacity  at  our  bank  is 
limited  to  $100,000,  except  for  a  home  mortgage  or  for  educational  purposes. 
Last  year,  along  with  several  other  partners,  I  participated  in  a  start-up 
business  that  has  now  created  more  than  60  new  manufacturing  jobs.   I  could 
not  borrow  funds  for  this  business  at  my  own  bank.  My  partners  and  I  had  to 
disclose  our  financial  affairs  to  a  competitor  bank  who  now  enjoys  our 
business.   In  many  small  communities  such  burdensome  and  unnecessary 
regulations  have  forced  entrepreneurs  to  go  out  of  town  to  borrow  when  they 
could  not  find  credit  available  locally.   Even  several  of  my  own  directors 
have  borrowings  in  out-of-town  or  even  out-of-state  banks  due  to  these 
restrictive  regulations.   Why  must  FDICIA  contain  more  new  restrictions  when 
bank  examiners  have  always  been  privy  to  full  information  about  insider 
transactions?  Even  in  our  small  bank,  our  auditor  maintains  a  separate 
computer  reporting  system  just  to  track  officer,  director,  and  shareholder 
loans  in  order  to  comply  with  these  restrictive  guidelines.  More  importantly, 
dedicated,  competent,  and  talented  directors  consider  resigning  from  community 
bank  boards  of  directors  so  that  they  might  obtain  credit  from  their  local 
institution.  How  sad  that  community  banks  may  lose  directors  so  that  those 
very  same  credit-worthy  directors  can  find  available  credit!  These 
restrictions  need  to  be  eased  so  that  community  banks  can  secure  the  services 
of  qualified  directors  who  work  in  and  are  knowledgeable  about  the  credit 
needs  of  local  businesses. 
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DIRECTOR  LIABILITY 

One  could  argue  that  Regulation  0  requirements  are  at  minimum  just  an 
inconvenience  and  that  credit  could  be  obtained  elsewhere,  although  the  time 
and  cost  involved  in  doing  so  is  burdensome  and  unnecessary.   Focus  on 
Regulation  0  misses,  however,  the  much  more  important  reality  that  credit 
availability  is  directly  impacted  by  the  very  real  and  justified  fears  of  bank 
directors  who  are  aware  that  the  approval  or  rejection  of  loan  requests  may 
later  serve  as  a  basis  for  personal  liability.   During  the  loan  approval 
process  in  which  ray  directors  participate,  the  possibility  of  adverse  legal 
action  on  the  part  of  regulators,  business  owners,  or  consumers  is  never  far 
from  our  minds  and  probably  in  more  instances  than  we  wish  to  admit,  impacts 
the  director's  decision  to  grant  or  not  to  grant  the  request  for  credit. 

Threats  of  legal  action  arise  from  regulators  who  wish  to  hold  bank  directors 
responsible  for  various  acts  of  commission  or  omission.  Threats  also  arise 
from  loan  applicants  and  consumers  who  attempt  to  place  blame  on  the  bank 
because  it  failed  to  grant  or  extend  credit  or  because  it  did  not  administer  a 
loan  in  a  particular  manner.   I  was  actually  sued  by  a  customer  who  claimed  I 
personally  approved  a  sizeable  line  of  credit  when,  in  fact,  he  and  I  never 
even  discussed  the  possibility  of  the  line  of  credit.   That  customer,  by  the 
way,  has  since  been  convicted  of  fraud  in  a  Federal  court,  but  our  bank  paid 
sizeable  legal  fees  to  present  our  case.   Such  threats  weigh  heavily  on  the 
minds  of  bank  officers  and  directors  and  definitely  make  it  more  difficult  for 
some  borrowers  to  obtain  credit. 

Our  directors  have  made  decisions  based  upon  such  fears  because  they  do  not 
want  to  subject  the  company's  shareholders  to  the  p)ossibility  of  a  liability 
suit  which  would  impair  or  eliminate  the  bank's  capital.   Recent  court 
decisions  in  Kentucky  have  awarded  nearly  $15  million  to  plaintiffs  who 
claimed  banks  did  not  "act  in  good  faith."  No  matter  that  "good  faith"  has 
never  been  clearly  defined  and  regardless  of  the  facts  in  these  cases,  our 
directors  are  very  aware  of  such  awards.   As  credit  applications  are  received 
and  evaluated,  our  officers  and  directors  cannot  help  but  recall  these  cases 
and  the  possible  impact  of  such  litigation  on  our  bank. 
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Legislation  relievine  directors  of  personal  liability  in  cases  where  informed 
judgement  is  exercised  would  enhance  the  willingness  of  directors  to  lend, 
thus  improving  credit  availability.   Further,  such  relief  would  enable  banks 
to  attract  talented  and  committed  directors  who  in  recent  years  have  defected 
from  boards  or  declined  to  serve  given  the  threat  of  personal  liability. 

TRUTH  IN  SAVINGS 

Much  has  been  said  about  the  new  Truth  in  Savings  requirements  which  were 
mandated  by  FDICIA  in  1991,  and  which  will  finally  be  implemented  on  June  21, 
1993.  Although  admirably  conceived  in  the  notion  that  depositors  are  entitled 
to  full  disclosures  on  all  accounts,  this  regulation  is  a  costly  disaster. 
Banks  are  already  disclosing  much  of  the  information,  although  not  in  the  same 
format  as  required  by  the  new  provisions  contained  in  Regulation  DD. 
Consumers  will  pay  for  the  benefits  of  better  understanding  through  reduced 
interest  rates  on  deposits,  increased  account  fees,  and  higher  balance 
requirements.  These  will  be  necessary  to  offset  the  costs  directly  involved 
in  implementation  of  these  new  regulations. 

In  our  bank,  a  conunittee  of  six  has  worked  for  months  to  understand  and 
implement  the  new  requirement.  They  have  attended  eight  seminars  at  a  cost  of 
$175  each.   We  have  rented  videos  to  use  in  training  the  committee  members  and 
our  entire  staff  at  a  cost  of  $250.   We  have  already  printed  informational 
brochures  for  our  customers  at  a  cost  of  $145  per  thousand.  We  have  acquired 
new  computer  software  at  a  cost  of  $995.  We  will  reprint  our  service  charge 
fee  schedules,  our  full-service  brochures,  our  savings  fee  schedule,  all  our 
certificate  of  deposit  documents,  our  new  account  forms,  and  on  and  on  and  on. 
We  will  have  to  send  letters  to  notify  certain  account  customers  of  changes  in 
their  accounts  and  we  will  have  to  begin  sending  weekly  forms  to  each  of  our 
four  branches  disclosing  annual  percentage  yield  factors  as  rates  change 
weekly.  We  will  have  to  develop  a  whole  new  set  of  disclosures  for 
certificates  of  deposits  when  only  the  rate  changes.   Many  of  these 
disclosures  will  serve  to  further  confuse  rather  than  enlighten  the  consumer. 
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They  will  look  for  what  has  changed  and  won't  find  anything  different  than  the 
rate  which  they  have  been  used  to  seeing  change  all  along.  Most  consumers 
won't  understand  why  the  "APY  earned"  as  disclosed  may  be  different  from  what 
is  actually  paid  due  to  calculation  differences  between  ledger  balances  and 
collected  balances.   Interest  checks  on  some  accounts  which  have  been  the  same 
amount  each  month,  will  now  be  different  each  month,  due  to  the  various 
numbers  of  days  and  the  revised  calculations.  This  will  further  confuse  many 
of  our  customers.  We  have  already  spent  more  than  $5,000  to  educate  and  train 
our  staff  and  to  print  some  of  the  notifications  required.   I  cannot  estimate 
how  much  we  will  ultimately  spend  to  implement  and  maintain  these  Truth  in 
Savings  changes,  but  I  know  it  will  be  in  the  tens  of  thousands  of  dollars. 

Is  it  really  worth  it?  Do  consumers  really  want  to  pay  for  these  additional 
disclosures?  One  additional  irony,  the  potential  for  lawsuits  may  actually 
reduce  the  amount  of  information  contained  in  advertisements  since  choosing 
not  to  advertise  is  less  risky  than  the  possibility  of  omitting  a  required 
disclosure  from  the  ad.   This  costlv.  confusing,  and  unnecessary  regulation 
needs  to  be  repealed  immediately.   Everyone  would  benefit,  especially  our 
customers  who  could  eniov  less  costly  banking  services. 

BANK  EXPANSION 

It  has  been  well  documented  that  commercial  banks  are  losing  market  share  to 
non-bank  competitors  who  are  not  subject  to  the  same  stringent  regulations. 
Many  bankers  who  wish  to  expand  their  lending  activities  into  new  geographic 
areas  and  bring  new  products  and  services  to  under-served  areas  are  frustrated 
by  a  regulatory  process  that  is  cumbersome  and  costly.   One  western  Kentucky 
banker  who  is  regulated  by  the  Federal  Reserve  System,  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Kentucky  State 
Department  of  Financial  Institutions,  and  the  Securities  and  Exchange 
Commission  said  that  "all  the  various  agencies  sit  around  and  wait  for  the 
other  to  nod  and  give  the  go  ahead." 
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Another  bank  CEO  in  a  nearby  county  is  attempting  to  acquire  several  branches 
of  a  barely  surviving  savings  and  loan  institution  that  has  failed  to  serve 
its  community.   My  friend  wants  to  expand  his  active  bank  franchise  into  two 
adjoining  counties  by  acquiring  these  branches.   At  this  point  in  the 
application  process,  he  is  totally  frustrated  by  regulators  whose  opinions 
change  on  a  daily  basis.  He  said,  "You  never  know  where  you  stand  with  these 
people."  After  an  initial  very  positive  "we're  excited"  response  from  the 
regulator  who  said  "we  love  to  see  good  banks  expand" ,  he  is  now  back 
restructuring  the  application  based  on  that  same  examiner's  assessment  that 
"it's  legal,  but  from  a  policy  point  of  view  we  cannot  allow  this  to  happen." 
The  revised  application  will  cost  almost  $8,000  in  legal  fees  and  weeks  of 
delay,  a  process  that  will  take  nine  months  to  a  year.   Is  this  typical  of 
what  happens  when  a  well  managed,  highly  rated  bank  wants  to  expand  its 
services  into  an  area  served  by  a  poorly  run  institution  with  a  zero  loan-to- 
deposit  ratio?  Regulators  need  to  be  encouraged  to  streamline  the  process  so 
that  banks  can  expand  their  services  into  under-served  or  poorlv-served  areas. 
The  result  will  be  more  credit  availability  to  the  consumer  and  the  small 
business  person  at  competitive  prices. 

COMMUNITY  REINVESTMENT  ACT 

I  believe  that  the  provisions  of  the  Community  Reinvestment  Act  must  be 
rethought  and  applied  in  a  balanced  manner.  Most  of  the  data  cited  by 
consumer  groups,  the  network  news,  and  the  print  media  is  skewed  by 
information  generated  primarily  from  problem  urban  areas.   Such  problems  need 
attention  and  1  know  that  bankers  in  those  areas  are  diligently  working  to 
enhance  credit  availability  to  all  sectors  of  society,  but  we've  been  doing 
that  for  years  in  Paducah,  Kentucky  and  in  most  other  communities  across  the 
nation.   In  a  county  with  a  60,000  population,  we  are  by  definition  serving 
our  community  and  doing  it  well.   Our  bank's  loan-to-deposit  ratio  is 
currently  78%  and  it  has  risen  in  each  of  the  last  two  years,  while  our 
investment  portfolio  has  declined.   Both  other  commercial  banks  in  our  county 
also  have  loan-to-deposit  ratios  exceeding  70%.   Does  anyone  inside  the 
Beltway  understand  that  there  are  banks  such  as  ours  who  have  successfully 
used  their  resources  to  promote  economic  development  in  their  communities?  I 
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know  that  there  has  been  much  debate  about  the  HMDA  data  and  the  Boston 
Federal  Reserve  study  of  lending  and  discrimination.   Only  eight  banks  in 
Kentucky's  First  Congressional  District  even  report  HMDA  data  and  that's 
because  they're  included  in  MSA's  from  adjoining  states.  More  than  91%  of  our 
banks  do  not  report  such  data!  How  reliable  and  representative  is  such  data 
when  results  from  vast  areas  of  the  country  are  not  included  in  such  reports? 
Why  should  every  bank  in  the  country  regardless  of  the  size  or  the  market  area 
be  subjected  to  onerous  documentation  and  record  keeping?  We  have  kept 
extensive  files  and  records  about  our  CRA  activities  at  an  inordinate  level  of 
cost  and  staff  time.   Since  the  inception  of  the  regulation  in  1977,  how  many 
consumers  or  customers  do  you  think  have  asked  to  look  at  our  files;  not  one, 
not  a  single  one.   To  my  knowledge  the  only  people  to  ever  look  at  our  files 
have  been  bank  examiners,  and  last  year  one  examiner  spent  an  entire  week — 
five  full  working  days — reviewing  our  files.   One  can  only  conclude  that  the 
documentation  and  reporting  requirements  of  this  well-intended  regulation  need 
to  be  simplified  for  all  banks  and  eliminated  for  many.   Those  consumers  who 
have  never  looked  at  our  files  pay  for  the  salary  of  our  CRA  officer,  whose 
bank  has  nearly  80%  of  its  deposits  loaned  in  the  community — a  fact  regularly 
documented  on  our  quarterly  call  reports  filed  with  the  Federal  Deposit 
Insurance  Corporation. 

With  regard  to  CRA,  I  must  cite  one  specific  example  of  restrictive, 
regulatory  requirements  that  hampered  our  bank's  ability  to  participate  in  a 
small  business  development  project.   Last  year  the  three  commercial  banks  in 
Paducah  decided  to  support  a  major  state-of-the-art  technological  park  by 
contributing  $700,000  of  venture  capital.   Feasibility  studies  indicated  that 
between  2,500  and  7,500  direct  new  jobs  would  be  created,  a  significant 
achievement  in  a  county  of  only  60,000  people.   The  three  banks  jointly 
approached  the  Federal  Reserve  in  a  model  of  cooperation  to  seek  approval  for 
this  venture.   Although  helpful  and  encouraging,  the  staff  at  the  Fed  could 
not  accept  our  application  since  the  inflexible  criteria  for  low-to-moderate 
income  jobs  were  not  met.   No  consideration  was  permitted  by  the  regulations 
for  the  ripple  effect  of  a  large  number  of  low-to-moderate  income  support  jobs 
created  by  the  primary  project.  We  don't  need  the  Clinton  Administration's 
proposed  Community  Development  Bank  network  to  solve  a  non-existent  problem. 


591 


-11- 


All  that  is  needed  is  a  modernization  of  our  antiquated,  regulatory  structure 
to  recognize  the  changes  that  have  already  occurred  in  the  financial  services 
industry.   And  by  the  way,  our  three  banks  did  find  a  way  to  assist  the 
development  of  this  new  technological  park  in  Paducah,  McCracken  County,  but 
we  did  it  through  a  loan  rather  than  as  a  contribution  of  capital.   Now,  the 
community  sponsored  non-profit  development  corporation  will  pay  $56,000  in 
interest  instead  of  enjoying  the  banks  participation  as  equity  partners. 
Those  interest  dollars  could  have  been  much  better  used  for  marketing  efforts 
to  attract  businesses  which  would  create  more  jobs  for  the  project. 
Regulations  should  encourage  banks  to  work  together  creatively  in  order  to 
promote  business  and  new  jobs  within  their  communities. 

SUMMARY  AND  CONCLUSIONS 

It  is  long  past  the  time  when  Congress  should  rethink  and  redesign  the 
regulatory  structure  that  affects  the  commercial  banking  industry  and  the 
entire  financial  services  industry.   Immediate  relief  from  costly,  misdirected 
and  unnecessary  regulations  would  ensure  the  availability  of  credit  that  small 
businesses  and  consumers  need  and  deserve.  We  don't  need  more  reporting 
requirements  to  see  if  banks  are  lending  to  small  businesses  and  consumers. 
The  data  is  already  available  from  multiple  sources.   We  need  less  burdensome 
regulations  so  that  our  lenders  and  staff  are  free  to  counsel  with  consumers, 
to  participate  in  community  development  activities,  and  to  focus  on  the  safe 
and  sound  deployment  of  stockholder  and  depositor  resources. 

Beyond  the  immediate  relief  contained  in  H.R.  962,  Congress  must  consider  a 
restructure  of  all  laws  governing  our  financial  services  industry.   Bankers 
want  to  serve  our  communities  by  making  credit  available  to  all  qualified 
borrowers,  while  maintaining  a  safe  and  sound  banking  system.   Those  are  the 
very  reasons  we  have  each  chosen  our  profession,  but  as  I've  outlined  above, 
we  are  dramatically  restricted  from  achieving  these  goals  by: 

♦Bankruptcy  rules  heavily  weighted  toward  consumers 
*The  threat  of  environmental  liability 
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*The  ever  present  threat  of  personal  liability  on  the  part  of  bank 

directors  and  officers 
♦Expensive  disclosure  requirements  which  cost  but  do  not 

proportionally  benefit  the  consumer 
♦Antiquated  laws  limiting  the  expansion  of  bank  powers  while  not 

restricting  our  non-bank  competitors 
♦Special  interest  benefits  passed  under  the  guise  of  consumer 

protection 
♦A  constant  barrage  of  paperwork,  much  of  which  inhibits  credit 

availability  and  does  little,  if  anything,  to  promote  safety  and 

soundness  of  the  system  or  enhance  knowledge  to  benefit  consumers 

Congress  must  act  to  provide  a  regulatory  framework  which  will  encourage  banks 
to  expand  their  base  of  financial  services  to  all  sectors  of  the  community, 
without  the  fear  of  second  guessing  by  regulators  and  oversight  committees  who 
are  out  of  touch  with  the  realities  of  the  modem  American  marketplace.   I 
urge  members  of  Congress  to  pass  the  Economic  Growth  and  Regulatory  Paperwork 
Reduction  Act  of  1993  (H.R.  962),  which  will  immediately  enhance  credit 
availability  for  small  businesses  and  consumers.   Further,  I  urge  you  to 
evaluate  the  complex  regulatory  framework  which  I  believe  is  redundant, 
inefficient,  and  unnecessary.   The  multitude  of  regulations  now  in  effect 
prevent  this  country's  banking  industry  from  providing  a  wide  range  of  cost- 
effective  products  and  services.   Failure  to  act  will  further  impede  the  long- 
term  health  of  this  country's  most  vital  resource;  the  creative 
entrepreneurial  capacity  of  our  people. 

Mr.  Chairman,  I  am  most  appreciative  of  this  opportunity  to  appear  before  you 
and  the  members  of  this  committee.   I  will  be  most  pleased  to  answer  any 
questions  you  may  have. 
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Mr.  Spratt.  Thank  you  both  for  your  testimony. 

Looking  at  your  balance  sheet,  there  wouldn't  appear  to  be  a 
credit  crunch  at  the  Paducah  Bank  and  Trust  Co.  You  have  a  78- 
percent  loan-to-asset  lending  ratio. 

Mr.  Framptom.  That  is  correct. 

Mr.  Spratt.  Has  the  composition  of  your  loan  portfolio  changed 
in  the  last  3  years?  Are  you  making  loans  today  or  forbearing  from 
makingloans,  aborting  loans  you  were  making  a  few  years  ago? 

Mr.  Framptom.  The  composition  of  our  portfolio  has  not  changed, 
it  has  simply  grown.  It  continues  to  be  diverse  and  reflective  of  our 
local  community. 

Mr.  Spratt.  That  is  the  anomaly  I  am  trying  to  get  at,  that  de- 
spite this  regulatory  burden,  which  you  graphically  laid  out,  Padu- 
cah Bank  keeps  lending,  78  percent,  and  that  is  probably  about  as 
high  as  you  want  to  go.  Maybe  80  percent.  You  don't  want  to  get 
much  beyond  that.  So  you  are  really  at  about,  despite  the  examin- 
ers, despite  the  restrictions,  you  have  been  able  to  continue  gener- 
ating loans  and  servicing  loan  demands  in  your  local  community. 

Mr.  Framptom.  That  is  correct,  but  not  without  cost  and  a  tre- 
mendous amount  of  staff  effort. 

If  you  would  look  at  the  cost  and  overhead  that  our  bank  has, 
we  are  higher  than  our  peer  gproup.  We  spend  a  tremendous 
amount  of  dollars  complying  with  regulations. 

That  is  one  of  the  problems  I  have,  to  sit  here  before  you  today 
and  say  we  have  a  credit  crunch  in  Paducah,  KY,  may  not  be  en- 
tirely true,  but  I  can  tell  you  that  we  are  certainly  concerned  about 
the  burdens  of  regulation  that  I  have  talked  about  today  and  the 
way  that  credit  is  being  funneled  away  from  our  market.  And  I  see 
that  as  a  long-term  problem  for  our  industry  if  you  think  banks 
should  focus  on  small  to  mid-sized  companies.  I  think  we  will  see 
our  deposits  flow  out  of  the  system.  There  is  little  growth  now  in 
our  deposit  base. 

The  same  is  true  of  my  competitors.  We  will  have  fewer  re- 
sources to  lend  as  those  flow  away  from  our  system. 

Mr.  Spratt.  Has  your  return  on  investment  diminished  over  the 
last  several  years  due  to  regulatory  costs?  What  are  you  making  as 
an  annual  rate  of  return  on  assets? 

Mr.  Framptom.  We  are  making  just  below  1  percent  at  the  mo- 
ment. It  is  primarily  impacted  by  a  couple  of  major  loan  problems 
we  have  had.  Our  overhead  costs  continue  to  rise  and  I  think  the 
way  that  will  be  offset  is,  as  you  have  heard  here  today,  that  there 
will  be  increased  emphasis  on  fees  and  other  charges  to  customers 
that  have  not  been  there  in  the  past. 

This  is  certainly  true  of  savings  instruments  under  the  Truth  in 
Savings.  A  banker  friend  of  mine  just  last  week  said  he  will  prob- 
ably stop  compounding  interest  for  his  depositors  because  of  the 
re^fulatory  burden  of  explaining  how  those  are  calculated.  So  I 
think  the  consumer  will  suffer  with  higher  costs. 

Mr.  Spratt.  So  your  problem  is  one  of  having  to  spread  substan- 
tial regulatory  cost  over  a  fairly  or  relatively  comparatively  narrow 
business  base. 

Mr.  Framptom.  Totally  true,  and  furthermore,  I  am  concerned 
long  term  about  our  industry,  our  community  banks,  and  our  abil- 
ity to  continue  to  provide  credit  within  our  communities. 
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As  smaller  banks  are  absorbed  by  larger  banks,  as  we  compete 
with  nonbank  competitors,  I  think  I  see  the  handwriting  on  the 
wall;  the  industry  can  become  troubled  as  a  lender  in  communities 
across  this  country, 

Mr.  Spratt.  Now,  by  your  very  nature,  you  are  engaged  in  com- 
munity reinvestment.  You  could  not  survive  otherwise.  And,  obvi- 
ously, you  want  to  lend  monev  locally  because  if  the  local  commu- 
nity prospers,  you  prosper.  What  sort  of  extraneous,  totally  unnec- 
essary documentation  requirements  does  CRA  impose  on  you  that, 
in  your  view,  simply  don't  need  to  be  exacted  because  you  are  com- 
plying with  its  intent  and  purposes? 

Mr.  Framptom.  I  wish  you  could  see  the  files  that  our  CRA  offi- 
cers accumulate  as  to  the  nature  of  loans  that  are  received  in  the 
application  stage:  How  many  are  turned  down,  how  many  are 
made,  where  they  are  located.  We  must  now  document  all  sorts  of 
information  such  as  that. 

We  also  must  document  all  the  efforts  that  our  directors,  officers, 
and  staff  make  within  the  community,  be  it  determining  what  the 
needs  of  our  community  are  by  participating  in  community  and 
civic  gfroups,  attending  communities'  functions  and  sitting  on  var- 
ious boards  of  organizations.  All  that  effort  is  documented  simply 
to  show,  and  I  do  not  disagree  with  the  purpose,  but  simply  to 
show  that  we  as  a  bank  are  working  in  some  planned  fashion  to 
determine  the  credit  needs  of  our  community  and  hopefully  work- 
ing to  meet  those  needs. 

Again,  the  only  people  who  have  ever  looked  at  that  documenta- 
tion are  bank  examiners  themselves,  and  I  would  submit  that  when 
they  come  in  and  spend  2  or  3  weeks  looking  at  our  entire  loan 
portfolio,  they  will  have  a  very  good  sense  as  to  the  type  of  loans 
we  are  making  and  whether  or  not  we  are  serving  our  community 
without  all  the  extraneous  and  specific  documentation  required 
under  CRA, 

Mr.  Spratt.  Thank  you  very  much. 

Mr.  Gallagher,  I  know  Mr.  Zeliff  has  some  questions  for  you  in 
particular.  Mr.  Zeliff. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman.  Mr.  Gallagher,  in  the  be- 
ginning of  our  problems  in  New  Hampshire  we  had  about  2  years 
ago,  five  out  of  seven  banks  went  down.  Could  you  describe  what 
FDIC's  role  was,  what  we  learned  fi-om  that  process  in  restructur- 
ing those  banks,  and  maybe  a  little  about  where  we  are  today  rel- 
ative to  their  lending  capacity? 

Mr.  Gallagher.  Surely,  Congressman  Zeliff. 
On  October  10,  1991,  five  of  New  Hampshire's  seven  largest 
banks  holding  some  40  percent  of  New  Hampshire's  assets,  bank- 
ing assets,  were  closed  simultaneously.  I  listened  to  my  good  friend, 
Joe  Framptom,  talking  about  the  problems  they  are  having  in  Pa- 
ducah.  We  would  love  to  have  those  problems,  and  I  am  sure  you 
would  feel  the  same  way  in  California  and  Connecticut. 

We  sounded  a  lot  like  Paducah  in  1985  and  we  got  up  to  $20  bil- 
lion in  banking  assets  pretty  quickly.  By  1991,  that  had  shaved 
down  to  about  $16  billion,  and  then  we  lost  $4  billion  to  $5  billion 
in  that  one  closing.  And  all  of  those  were  businesses  where  loans, 
where  assets,  bank  assets  and  credit  relationships  were  stopped 
and  they  had  nowhere  else  to  go. 
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The  regulators  had  arrived  and  were  saying  we  want  more  cap- 
ital, we  want  more  loan  loss  reserves,  we  are  afraid.  So  that  since 
you  could  not  raise  more  capital  outside,  we  were  redlined  in  effect, 
what  we  did  was  downsize.  Now,  a  lot  of  folks  in  New  Hampshire 
would  call  that  dumbsizing  and  not  downsizing,  but  that  was  the 
only  choice  we  had  and  that  is  still  going  on. 

Now,  what  the  FDIC  did,  and  we  have  to  give  them  a  lot  of  credit 
as  far  as  it  went,  they  were  reacting  to  a  Congress  that  was  react- 
ing to  the  S&L  crisis.  And  even  though  banks  nad  a  completely  dif- 
ferent set  of  problems  than  the  S&L's,  the  public  didn't  understand 
that.  It  had  become  a  political  issue  and  action  had  to  be  taken. 
We  just  happened  to  be  on  the  front  line.  And  when  you  are  talking 
about  crowd  control,  you  don't  want  to  be  on  the  front  line  because 
it  is  your  bloody  shirt  they  have  to  wave  to  everyone  else  to  control 
the  crowd,  and  we  were  it. 

They  closed  the  banks  all  at  once,  all  of  the  depositors  were  paid 
off,  no  one  lost  a  nickel,  another  13  banks  or  so  closed  with  them 
over  that  2-year  period  of  time.  What  no  one  seems  to  have  taken 
into  account,  nor  do  they  in  the  construction  of  FDICIA,  is  the  im- 
)act  not  on  banking  but  on  business,  on  these  credits,  these  viable 
iving  businesses,  many  of  which  just  happened  to  be  in  the  wrong 
3ank  but  who  suddenly  were  in  a  special  asset  pool,  were  the  sub- 
ject of  a  potential  put  by  the  bank  that  came  in  and  assumed  the 
assets,  that  if  that  bank  lent  them  5  cents  extra  on  their  line  of 
credit,  that  loan  would  be  then  owned  by  that  bank.  So  they  were 
cut  off  from  credit  in  most  cases,  and  they  could  not  get  any  other 
credit. 

The  FDIC  did  a  good  job  but  it  has  only  since  then  learned  that 
it  is  vital  to  keep  these  credits  when  you  close  a  bank,  to  keep 
these  assets  connected  to  a  viable  banking  relationship,  because 
business,  small  business,  cannot  survive  without  access  to  credit, 
without  access  to  a  seasonal  credit,  buying  and  selling  types  of  in- 
ventory credit.  All  of  that  was  cut  off. 

When  you  have  a  business  that  has  a  relationship  with  a  bank, 
even  though  a  rockv  relationship,  at  least  it  is  a  lending  relation- 
ship and  it  can  work.  We  are  aware  the  FDIC  learned  that  and  we 
are  still  working  our  way  there  through  a  special  asset  pool  which 
constitutes  almost  10  percent  of  our  banking  assets  in  the  State. 
That  is  property  held  to  be  liquidated  that  is  hanging  over  our 
economy.  It  is  difficult  for  us  to  come  back  while  that  uncertainty 
is  out  there. 

Now,  there  is  a  lot  of  other  uncertainty  out  there  that  has  to  do 
with  things  going  on  here,  and  you  are  all  well  aware  of  them  and 
any  of  you  who  are  in  business  or  have  constituents  in  business 
know  tnat  they  are  not  sure  what  is  going  to  happen  either.  But 
when  these  uncertainties  become  resolved,  and  they  will,  and  de- 
mand returns,  the  question  is  will  bankers  take  a  chance  on  having 
in  their  portfolio  business  loans  that  in  a  business  turndown  will 
be  held  against  them,  force  them  to  lower  their  capital  by  creating 
loan  loss  reserves  against  those  particular  loans? 

President  Syron  of  the  Boston  Fed  has  written  a  very  compelling 
piece  that  documents  the  fact  that  in  banking  relationships — of  the 
examiners  and  banks  that  were  in  trouble — in  every  case  the  cap- 
ital needs  were  pushed  up.  Well,  you  cannot  raise  that  ratio  with- 
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out  downsizing  your  assets.  And  that  is  what  makes  credit  crunch 
different  from  regulatory  burden  and  different  from  tight  money. 

And  that  concern  remains  until,  as  I  said  earlier,  we  can  allow 
the  creditors,  like  referees,  to  go  back  and  put  on  their  striped  uni- 
forms and  little  hats  and  just  regelate,  just  examine,  don't  be  re- 
sponding to  political  pressure.  That  is  going  to  take  a  while  to  do, 
but  we  had  best  get  started  because  all  the  States  that  grew  quick- 
ly in  the  1980's,  all  of  the  areas  of  the  country  that  grew  quickly 
in  the  1980's,  every  single  one  of  them,  is  subject  to  an  economic 
downturn.  And  when  that  happens,  the  system  now  says,  clamp 
down  hard,  demand  more  capital,  create  what  I  call,  and  what  I 
think  is  the  correct  definition  of  credit  crunch.  And  it  is  built  into 
the  program  now,  and  that  is  slowing  down  lending  and  that  is 
why  you  have  bankers  buving  Treasury  bills. 

Mr.  Zeliff.  I  have  had  several  hearings  up  in  New  Hampshire 
on  job  creation  and  particularly  small  business  oriented  issues.  I 
have  tried  to  open  up  credit  lines,  establish  an  SBA  pilot  program, 
and  attempt  other  programs  that  have  proven  very  effective.  We 
have  also  dealt  with  the  FDIC  in  hearings  here  in  Washington 
where  bankers  have  come  down  from  New  Hampshire,  and  Gerry 
Little,  president  of  the  New  Hampshire  Bankers  Association,  and 
others  have  made  their  case. 

FDICIA,  according  to  page  5  of  your  testimony,  gives  wide  discre- 
tion to  regulators,  who  in  turn  appear  to  be  reacting  to  congres- 
sional pressure.  As  you  know,  we  have  met  with  the  FDIC  and  we 
feel  that,  particularly  in  New  Hampshire,  we  are  going  beyond  the 
law  that  the  Congress  has  passed,  and  regulators,  in  I  think  the 
judgment  of  many,  need  to  step  back  and  take  a  look  at  what  their 
role  really  should  be,  and  we  are  in  the  process  of  having  some  fol- 
lowup  meetings. 

Would  you  care  to  comment  on  the  environment  for  lending  rel- 
ative to  tne  regulators  at  this  point  and  what  it  is  doing  to  avail- 
ability of  credit,  particularly  to  small  business? 

Mr.  Gallagher.  Let  me  say  two  things.  First  of  all,  largely 
through  your  efforts  and  the  efforts  of  a  Congress  that  seems  to  un- 
derstand, the  Small  Business  Association  came  into  New  Hamp- 
shire in  force,  changed  their  rules,  enhanced  credit  where  banks 
were  afraid  to  move  and  really  kept  us  going.  We  could  not  have 
made  it  without  that. 

Mr.  Zeliff.  That  was  the  SBA  pilot  program? 

Mr.  Gallagher.  That  was  the  SBA  pilot  program.  And  it  worked 
wonders  and  when  credit  crunch  comes  to  the  next  place,  and  I 
hope  it  is  not  Paducah  for  your  sake,  Joe,  that  is  the  first  thing 
you  are  going  to  need. 

Beyond  that,  I  think  the  regulators  in  our  area  understand  what 
the  problem  is.  If  you  think  of  a  regulator,  you  don't  have  to  be  a 
banker  to  understand  this,  they  are  supposed  to  function  like  ref- 
erees. They  are  supposed  to  call  the  game  and  let  the  players  play. 
Nobody  knows  who  the  head  ref  is  in  the  NBA,  but  everybody 
knows  he  or  she  is  going  to  do  a  good  job,  and  that  is  the  way  it 
ought  to  be.  Now,  everyone  is  confessing  that  our  regulators  either 
have  been,  or  still  are,  overzealous. 

What  does  an  overzealous  referee  do  to  the  game?  What  does  it 
do  in  your  mind,  if  you  think  of  it?  They  are  supposed  to  be  impar- 
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tial  and  objective.  They  want  to  get  back  to  that  point.  They  want 
to  be  allowed  to  get  back  to  that  point. 

They  are  beginning  to  in  New  Hampshire.  They  are  working 
hard  at  it.  Not  by  responding  to  political  pressure  but  by  being  able 
to  be  free  of  it.  I  think  that  is  critical  throughout  the  entire  system. 
It  is  working  in  New  Hampshire. 

Mr.  Zellff.  It  doesn't  seem  like  we  are  going  to,  as  a  Congress, 
revisit  FDICIA,  at  least  that  is  the  opinion  that  I  get.  Other  than 
H.R.  962,  what  steps  do  you  feel  we  need  to  take,  and  I  guess  I 
will  address  this  to  both  of  you  as  my  last  question.  Any  comments 
in  addition  to  962  that  we  need  to  take? 

Mr.  Gallagher.  You  have  taken  them  here.  You  are  trying  to 
create  a  record,  you  are  going  to  review  that  record,  you  are  giving 
a  basis  for  information  and  understanding  about  credit  crunch  and 
FDICIA  to  go  back  into  Illinois,  back  into  the  Carolinas,  back  into 
California,  back  into  Connecticut.  That  is  a  very  important  step. 

As  I  said  in  my  earlier  comments,  if  we  could  just  get  the  mes- 
sage the  same,  just  the  message,  instead  of  having  regulators  hear 
conflicting  messages,  they  are  ready  and  willing  and  I  believe  able, 
to  do  their  job.  We  have  to  get  it  off  the  political  front  burner  in 
short,  and  that  is  not  an  easy  thing  to  do.  But  it  has  to  happen 
and  Congress  is  going  to  have  to  work  at  it. 

There  are  some  areas  where  combining  policy  and  politics  is  real 
hard.  It  is  real  difficult.  I  think  at  times  of  whether  you  could  pass 
a  law  that  would  in  the  end  codify  military  triage,  the  purpose  of 
which,  as  you  know,  is  to  take  the  healthiest  of  the  wounded  and 
get  them  back  on  the  battlefield  and  treat  the  ones  that  are  hurt 
the  most,  last.  That  is  unfair,  that  is  terrible,  you  cannot  mean 
that.  Well,  that  is  the  way  it  is,  because  we  are  trying  to  win  that 
war. 

Now,  what  I  am  saying  is  that  when  you  are  away  from  the  polit- 
ical front  burners,  you  can  make  those  kinds  of  decisions,  and  there 
are  a  thousand  others  that  you  all  know  of  better  than  I.  But  when 
it  becomes  a  political  issue,  someone  needs  to  be  blamed.  Someone 
is  screaming  for  someone's  scalp  and  the  paralysis  begins. 

So  with  your  concern  and  by  allowing  us  to  come  in  and  give  you 
advice,  I  can  tell  you,  you  are  doing  a  great  deal  now.  And  if  you 
can  get  that  message  working,  I  think  the  rest  of  the  onion  will 
peel  off  over  time. 

Mr.  Zeliff.  Mr.  Framptom,  I  admire  your  situation  relative  to 
banking  out  in  Kentucky.  Do  you  have  any  of  the  same  kind  of 
problems  we  have  with  small  business:  The  cost  of  regulation,  the 
process  of  the  paperwork,  of  getting  small  business  loans?  Is  small 
business  becoming  an  extinct  variety  of  business  or  do  we  have  a 
chance  to  survive,  and  from  your  point  of  view,  do  you  look  at  how 
much  work  and  effort  that  you  have  to  put  forth  in  the  bank's  re- 
sources to  approve  a  small  loan,  let's  say  $10,000  or  $15,000  versus 
a  $200,000  or  a  $300,000  or  $500,000  loan? 

Mr.  Framptom.  You  make  a  very  important  point,  and  I  would 
not  go  so  far  as  to  say  small  business  has  or  will  become  extinct, 
but  the  regulations  that  we  must  work  toward,  as  we  consider  and 
approve  small  business  loans,  create  an  inordinate  burden  on  the 
small  businessman. 
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Not  just  the  cost  of  appraisals,  not  just  the  time  he  spends  gener- 
ating the  data  that  the  bank  needs  to  make  a  decision,  but  more 
and  more  we  are  finding  that  in  order  to  substantiate  the  decision 
fi'om  a  regulatory  point  of  view,  we  must  ask  small  business  own- 
ers to  hire  professionals  to  develop,  for  example,  business  plans  for 
them,  whicn  indicate  future  cash-flows,  projections,  historical  data 
that  perhaps  will  give  us  comfort  that  the  loan  will  be  a  good  one. 

Unfortunately,  many  of  our  small  business  owners  do  not  have 
the  expertise  to  generate  that  kind  of  data  that  banks  are  required 
now  to  analyze  when  making  a  credit  decision,  and  that  drives  up 
costs  and  I  hear  increasing  frustration  from  small  business  owners, 
why  must  I  do  this,  why  must  we  spend  all  these  dollars  on  profes- 
sional fees,  appraisals,  environmental  audits,  when,  really,  small 
business  lending  is  a  character  decision  bottom  line  every  time. 

I  do  not  care  how  good  the  appraisal  is,  nor  how  thorough  the 
environmental  audit  is,  if  I  have  a  borrower  of  substantial  char- 
acter, the  prospects  of  that  loan  working  out  are  excellent.  If  that 
character  is  not  in  place,  regardless  of  the  projections  and  the  other 
things  available  to  us,  the  loan  can  become  quickly  troubled. 

I  think  we  are  jeopardizing  small  business  ownership  and  future 
growth  by  the  layer  upon  layer  of  regulatory  burdens  we  are  forc- 
ing banks  to  go  through  in  order  to  grant  credit. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Thank  you,  Mr.  Zeliff.  Mr.  Cox. 

Mr.  Cox.  Thank  you,  Mr.  Chairman. 

I  would  like  to  ask  you,  Mr.  Framptom,  about  the  future  of  the 
CRA.  It  has  been  suggested  by  some  of  the  members  of  the  House 
Banking  Committee  tnat,  in  fact,  new  requirements  be  imposed 
that  would  permit  neighborhood  organizations  to  have  veto  power 
over  the  closure  of  a  bank  office  in  a  particular  neighborhood.  What 
effect  would  that  have  on  your  business;  on  the  extension  of  credit 
into  neighborhoods  where  we  are  trying  to  expand  credit? 

Mr.  Framptom.  Mr.  Cox,  I  am  hired  by  my  board  of  directors  to 
run  a  profitable  company.  It  must  make  a  profit  to  survive.  If  man- 
agement prerogatives  that  affect  the  survivability  of  my  company 
are  made  by  people  outside  the  company  within  the  community  at 
large,  I  think  we  put  in  jeopardy  the  ability  of  banks  to  serve  their 
community. 

That  does  not  mean  we  should  not,  that  we  should  make  deci- 
sions in  isolation  from  public  opinion  or  public  need,  but,  frankly, 
if  we  closed  our  business,  including  all  of  our  branches  and  ceased 
to  exist,  there  are  today  in  the  marketplace  innumerable  alter- 
natives for  customers,  and  there  may  be  a  vacuum  short  term  but 
long  term  it  will  be  filled.  We  have  seen  that  as  banks  have  ex- 
panded across  State  lines. 

I  think  it  is  inappropriate  to  have  decisions  that  affect  the  future 
of  my  business  made  by  special  interest  groups  or  groups  who  may 
represent  a  special  interest  within  our  community. 

Mr.  Cox.  I  will  tell  you  what  I  thought  of  when  I  heard  of  this 
proposal.  I  thought  of  Santa  Monica,  CA,  where  we  have  had  such 
a  sour  experience  with  rent  control.  It  was  proposed,  effectively  at 
one  point,  that  the  owner  of  real  estate  could  not  take  a  building 
out  of  service  as  a  rental  property  without  going  and  getting  ap- 
proval once  he  put  it  in  service  as  a  rental. 
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Well,  of  course,  if  you  have  not  yet  made  the  decision  to  invest 
in  Santa  Monica  and  get  into  the  rental  real  estate  business,  how 
likely  are  you  to  go  in  there  given  that  you  may  lose  control  over 
the  direction  of  vour  business?  If  you  nave  not  yet  gone  into  a 
neighborhood  witn  a  bank  branch,  how  likelv  are  you  to  go  in  there 
if  somebody  may  say  we  don't  care  how  much  trouble  you  have  run- 
ning this  place  or  how  much  money  you  might  be  losing,  you  have 
to  stay,  you  cannot  close? 

Is  it  likely  we  will  deter  people  from  going  into  the  very  areas 
that  are  toughest  to  lend  to  with  this  type  of  regulation,  well  in- 
tended as  it  might  be? 

Mr.  Framptom.  I  will  give  you  a  specific  example  that  relates  di- 
rectly to  our  bank. 

We  have  a  main  office  and  four  branches,  and  we  are  considering 
opening  another  branch  in  our  county  to  serve  a  growing  area  of 
that  county.  Opening  that  branch  may  be  predicated  due  to  cost 
factors  on  closing  and  moving  an  existing  branch.  I  don't  know 
that.  We  are  currently  studying  that.  But  one  alternative,  instead 
of  an  investment  in  a  totally  new  branch,  is  to  move  one  where  we 
deem  that  community  is  already  served  by  us.  To  have  that  deci- 
sion made  by  people  outside  our  company,  I  do  not  think  is  good 
long  term  economics. 

Mr.  Cox.  Mr.  Gallagher,  your  testimony  in  particular  concerning 
FDICIA  was  very  persuasive.  I  will  share  with  you  a  little  bit  of 
history  about  how  this  became  law. 

As  you  know,  a  banking  bill  was  being  buffeted  about  from  place 
to  place,  hearing  to  hearing,  markup  to  markup,  and  it  came  to  the 
floor  more  than  once.  There  was  difficulty  getting  the  votes  for  a 
banking  bill  that  dealt  with  some  of  the  bigger  issues,  like  inter- 
state branching.  Ultimately,  what  came  to  the  floor  at  the  very  end 
of  the  session  was  a  bill  that  was  described  to  Members  who  voted 
on  it  as  stripped  down  entirely,  containing  nothing  more  than  a  re- 
capitalization of  the  BIF.  Since  we  heard  testimony  about  FDICIA 
in  earlier  hearings,  I  have  polled  many  Members  who  voted  in 
favor  of  that  legislation  because  they  believed  all  that  it  did  was 
recapitalize  the  BIF.  These,  of  cdurse,  were  Members  who  do  not 
serve  on  the  Banking  Committee  and  were  not  privy  to  the  details. 

As  a  consequence,  I  am  not  at  all  sure  that  we  might  not  be  able 
to  put  together  the  votes  to  repeal  a  bill  which  is  as  onerous  as  you 
describe.  In  fact,  it  has  been  described  by  others  in  precisely  the 
same  way,  and  I  think  many  of  us  are  well  aware  of  just  how  bad 
FDICIA  IS  and  what  a  bad  message  that  it  sends. 

So  I  wonder,  given  that  it  is  a  real  prospect  to  repeal  it,  whether 
you  would  recommend  that? 

Mr.  Gallagher.  What  happened  to  us  in  New  England  was  pret- 
ty drastic  and  FDICIA  was  not  law  when  that  happened.  So  that 
we  know  that  the  enforcement  power  was  there,  it  simply  was  not 
used. 

What  I  am  more  concerned  about  at  the  moment,  although  I 
don't  disagree  with  your  perceptions,  is  that  we  try  to  do  what  we 
can  to  solve  what  we  have.  FDICIA  was  the  logical  extension  of  a 
thought  process  that  sort  of  went  like  this:  We  nave  raised  the  de- 
posit insurance  to  $100,000.  We  have  taken  away,  quote,  market 
discipline  from  selection  of  where  you  put  your  deposits;  we  have 
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deregulated  the  S&L's;  what  we  should  have  done,  so  the  saying 
and  thinking  goes,  is  increase  our  regulation  to  match. 

We  had  tne  legislation  on  the  books.  The  supervisors  of  that 
process,  of  the  examining  process,  either  didn't  know  they  had  the 
power,  didn't  understand  it,  didn't  have  the  will  to  use  it,  were  cap- 
tured in  some  way  by  the  banks,  or  didn't  know  the  bad  news  in 
time.  So  FDICIA  was  really  in  the  overall  bill,  it  is  just  no  one  paid 
any  attention  to  it.  FDICIA  wound  up  being  all  that  was  left  when 
they  took  out  all  the  benefits  that  in  fact  had  originally  passed  the 
House  committee,  or  at  least  many  of  them  had. 

The  House  committee  did  all  right  its  first  time  through.  I  think 
we  have  to  get  away  from  the  fight.  I  think  the  bankers  who  were 
pushing  interstate  banking  and  powers  at  that  time  were  giving 
the  wrong  signal  themselves.  That  was  not  the  thing  to  be  asking 
for  at  the  end  of  the  1980's. 

What  we  have  to  do  now,  it  seems  to  me,  is  to  stop  fighting  and 
start  building  a  system  where  the  Congress  really  does  rely  upon 
and  trust  its  regulators,  really  relying  on  them,  where  the  bankers 
believe  they  too  can  rely  on  them  to  call  the  shots  evenly  and  call 
them  in  a  balanced  way. 

As  I  said  earlier,  when  that  trust  is  restored  I  think  FDICIA  will 
simply  fall  away.  Because  in  fact  it  limits  the  examiner's  response. 
It  takes  away  flexibility.  But  until  that  trust  goes,  I  think  you 
could  get  a  lot  of  people  to  sign  it,  and,  obviously,  the  Bereuter  oill 
has  a  lot  of  support.  But  I  don't  think  it  will  pass  and  I  think  a 
lot  of  energy  will  be  consumed  pointing  out  the  bad  things  that  are 
going  on  and  we  will  hear  more  reports  from  the  GAO  and  all  of 
the  tilings  that  are  going  on.  More  of  "The  sky  is  falling"  talk. 

What  we  have  to  do,  I  think,  is  get  away  from  that.  If  I  thought 
you  could  do  it,  I  would  say  go  to  it,  but  there  is  enough  suspicion, 
there  is  enough  concern  so  that  I  think  we  have  got  to  do  the  best 
we  can  with  what  we  have  and  at  least  have  Congress  echo  the  ad- 
ministration's message,  which  is  that  we  need  more  balance,  we 
need  more  character  lending  and  so  on  and  so  forth. 

We  are  going  to  have  to  work  at  this  slowly. 

Mr.  Cox.  I  would  like  to  ask  you  about  the  GAO,  since  you 
brought  it  up,  since  you  are  certainly  expert  in  this  area,  given  that 
your  testimony  was  so  strong  concerning  FDICIA  and  given  your 
own  sensibilities  about  this  subject,  do  you  really  believe  it  is  so 
hopeless  in  Congress  that  we  should  not  try  to  bother  to  fix  it? 

Mr.  Gallagher.  I  have  been  giving  that  testimony  for  the  last 
2V2  years,  and  maybe  it  is  time,  but  they  say  things  take  time 
around  here. 

I  hear  what  you  say  and  I  wish  that  were  so,  but  I  really  think 
that  it  is  more  important  that  we  get  banking  out  of  the  political 
area  and  bank  examination  back  to  where  it  ought  to  be  and  I  don't 
think  that  fight  is  likely  to  lead  to  that  end.  But  I  would  be  cer- 
tainly happy  to  weigh  in  when  it  happens. 

Mr.  Cox.  The  GAO  question  that  your  earlier  response  raised  is 
this.  The  General  Accounting  Office  warned  us  last  fall  about  a  De- 
cember surprise  of  presumed  catastrophic  proportions.  Whatever 
happened  to  that  prediction  by  GAO? 

Mr.  Gallagher.  Fortunately,  it  is  still  on  the  record,  as  were  a 
number  of  other  predictions  made  in  hearings  held  by  the  Senate 
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Banking  Committee  in  late  October.  There  was  never  going  to  be 
a  December  surprise.  This  was  just  another  extension  of  what  I 
think  was  kind  of  a  poHtical  hysteria. 

There  are  a  lot  of  people  who  got  a  lot  of  attention,  perhaps  even 
made  a  lot  of  money,  talking  about  the  S&L  debacle.  And  I  am  not 
sure  that  they  ever  wanted  it  to  end.  You  know,  they  could  get  one 
more  whack  at  this,  and  there  were  a  lot  of  people  who  were  simply 
intimidated  or  terrified  that  it  might  be  going  to  happen  again.  I 
am,  frankly,  glad  those  people  pointed  at  the  fence  and  I  am  nappy 
they  struck  out. 

Mr.  Cox.  Mr.  Framptom,  you  wanted  to  respond  to  that? 

Mr.  Framptom.  As  I  recall,  December  19,  1992,  was  a  reporting 
date  mandated  by  FDICIA,  and  months  before,  in  committees  and 
forums  where  I  participated,  the  information  was  quite  clear  that 
there  would  not  oe  a  December  surprise,  and,  in  fact,  I  remember 
that  issue  being  discussed  and  made  of  record  at  the  American 
Bankers  Association  meeting  earlier  that  fall  in  Boston. 

Most  of  us  in  the  industry  did  not  believe  that  there  would  be 
a  December  surprise,  and  I  think  the  facts  have  borne  out  that  re- 
ality. 

Mr.  Spratt.  If  the  gentleman  would  yield? 

Mr.  Cox.  Be  glad  to  yield. 

Mr.  Spratt.  One  person  who  kept  alive  the  suspicion  and  the 
fear  was — and  he  is  no  longer  with  us — a  very  able  Government 
servant,  Bill  Taylor,  FDIC,  who  made  a  number  of  speeches,  sev- 
eral influential  speeches  where  he  predicted  some  sort  of  apoca- 
lyptic event  on  the  horizon. 

So  it  wasn't  just  political  fear  mongering  going  on,  it  was  the  reg- 
ulators themselves,  and  in  that  case,  a  very  able  one,  I  think. 

Mr.  Gallagher.  He  was  a  very  able  regulator  and  he  is  sorely 
missed.  I  think  he  might  have  had  the  capacity  to  convince  Con- 
gress, in  fact,  to  back  away.  He  was  trying  to  ensure,  I  believe,  his 
absolute  credibilitv  so  that  there  was  no  surprise.  And  in  that 
sense  he  was  probably  overestimating  just  a  little,  but  it  might 
have  done  good  in  the  long  run. 

Mr.  Cox.  I  have  no  further  questions. 

Mr.  Framptom,  if  you  would  care  to  comment  on  FDICIA,  I 
would  be  interested  to  hear.  That  is  the  specific  topic  that  Mr.  Gal- 
lagher and  I  were  talking  to  with  respect  to  Congress  changing  the 
law. 

Mr.  Framptom.  I  guess  the  optimum  thing  would  be  to  see  the 
entire  piece  of  legislation  withdrawn,  because  I  think  much  of  it 
was  imnecessary  and  perhaps  was  done  under  the  belief  that  you 
described.  Probably  that  is  not  a  reality  now  and  I  would  hope  tnat 
as  you  have  the  opportunity,  certain  provisions  of  that  which  are 
clearly  overkill  and  clearly  not  directly  designed  to  impact  safety 
and  soundness  could  be  repealed  or  perhaps,  as  has  been  said  here, 
an  attitude  from  Congress  that  would  be  reflected  by  regulators 
that  would  permit  them  some  latitude  in  enforcing  the  provisions 
of  FDICIA  would  be  most  helpful. 

I  think  much  of  the  regulatory  environment  is  driven  by  the 
events  of  the  1980's  and,  as  I  recall,  1990's  and  the  experience  that 
the  regulators  have  had  with  the  Congress.  And  I  would  like  to  see 
that  pendulum  swing  back  somewhat  to  an  area  of  reason  and  an 
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area  of  trust,  as  Mr.  Gallagher  has  said,  and  we  all  must  work  to 
revisit  and  reestablish  that. 

Mr.  Cox.  I  would  just  encourage  both  of  you  to  take  more  heart 
in  the  prospect  that  we  might  do  some  good  in  Congress  every  now 
and  then.  I  don't  believe  that  the  entire  system  is  a  one-way  street 
in  the  wrong  direction  toward  ever  increasing  regulation  and  less 
and  less  growth  and  economic  opportunity  in  bank  earnings  and  so 
on.  I  do  think  we  can  fix  some  of  this. 

The  problems  are  becoming  ever  better  understood  and  I  am  cer- 
tainly going  to  keep  up  the  pressure  both  on  the  regulators,  on  the 
administration  and  within  the  Congress  to  get  rid  of  this  credit 
crunch.  It  means  jobs,  it  means  livelihood  of  so  many  Americans. 
We  have  to  fix  the  problem,  and  so  if  you  raise  your  expectations 
a  little  bit  about  what  Congress  might  do,  perhaps  some  of  us  will 
feel  that  pressure  and  respond. 

Mr.  Framptom.  If  you  will  recall,  one  of  my  opening  comments 
was  one  of  optimism  and  I  share  that. 

Mr.  Cox.  Thank  you  very  much.  Your  testimony  was,  I  believe, 
just  excellent. 

Mr.  Spratt.  Mr.  Rush. 

Mr.  Rush.  Thank  you,  Mr.  Chairman. 

Mr.  Framptom,  in  your  testimony  a  little  earlier,  you  indicated 
a  concern  about  nonbank  competitors? 

Mr.  Framptom.  Yes. 

Mr.  Rush.  That  they  were  involved  in  competing  with  banks  who 
were  regulated  and  that  they  have  a  basically  easier  time  at  it. 
Can  you  elaborate  a  little  more  on  that? 

Can  you  give  us  some  examples  of  how  they  are  able  to  provide 
credit  services  or  banking  services  or  financial  services  in  ways  you 
are  not  able  to? 

Mr.  Framptom.  What  I  speak  about  are  entities  such  as  insur- 
ance companies,  stock  brokerage  firms,  other  corporate  conglom- 
erates who  choose  to  provide  certain  selective  financial  services 
within  the  marketplace,  which  I  assume  they  choose  because  they 
see  a  profit  to  be  made,  and  I  would,  for  example,  point  out  any 
of  the  automobile  manufacturers  have  captive  finance  companies. 

Interestingly,  the  specific  lease  I  mentioned,  and  we  do  fund 
leases,  was  to  a  company  known  as  Textron,  and  I  really  don't 
know  about  their  financial  services,  but  as  a  commercial  banker,  it 
hurts  me  to  lose  a  financial  deal  to  what  I  perceive  to  be  a  non- 
financial  company.  And  I  think  the  point  I  attempt  to  make  is 
those  companies  are  not  driven  by  this  burden  of  regulation  that 
creates  levels  of  regulatory  examination  and  cost  that  I  must  un- 
dergo. 

I  think  I  have  many  costs  involved,  and  we  have  heard  percent- 
ages here  of  overhead  dedicated  directly  to  complying  with  regula- 
tions. My  sense  is  that  many  of  these  nonbank  competitors  do  not 
have  those  costs  and,  thus,  can  offer  many,  not  all  but  many,  of  the 
same  services  to  my  customers  that  I  can  at  a  lesser  cost. 

Some,  for  example,  I  would  cite  credit  unions.  I  don't  have  a  par- 
ticular problem  with  them,  they  serve  a  consumer  need  and  prob- 
ably don't  do  much  small  commercial  business  lending,  but  do  not, 
for  example,  I  think,  pay  Federal  tax.  I  do  have  to  pay  Federal  tax. 


603 

and  that  precludes  me  from  accumulating  capital  which  lets  me 
grow  more  to  provide  more  credit. 

So  we  are  simply  not  at  a  level  playing  field  with  all  entities 
across  our  economy  who  provide  financial  services. 

Mr.  Rush.  My  colleague,  Mr.  Cox,  asked  you  a  question  about 
CRA,  some  of  the  proposed  CRA  requirements  or  extending  the  re- 
quirements specifically  to  address  the  issue  of  veto  power  by  neigh- 
borhood organizations  or  banks  moving  from  one  location  to  an- 
other location. 

Without  addressing  this  proposal  in  a  literal  sense,  the  spirit  be- 
hind the  proposal  addresses  a  concern,  particularly  in  large  urban 
areas  and  minority  communities  for,  in  some  instances,  arbitrary 
reasons,  and  in  some  instances,  purely  business  reasons,  that  don^ 
reflect  upon  a  survival  of  neighborhoods,  particular  neighborhoods, 
or  providing  access  to  banking  services  in  particular  neighborhoods. 

In  my  district,  I  would  say  that  over  the  last  20,  25  years,  we 
have  had  probably  about  an  80-percent  reduction  in  the  availability 
of  banking  services,  financial  services  simply  because  banks  which 
once  served  that  neighborhood  are  now  nowhere  to  be  found,  arbi- 
trarily moving. 

And  I  think  the  spirit  of  these  proposals  is  to  try  to  ensure  that 
a  total,  comprehensive  approach  or  comprehensive  evaluation  of 
the  neighborhood  impact  is  considered  if  a  bank  is  to  move  out  of 
a  particular  neighborhood. 

Could  you  address,  not  necessarily,  again,  the  literal  proposal, 
but  how  do  you  think  that  we  could  address  the  spirit  of  what  leg- 
islation like  this  will  attempt  to  speak  to? 

Mr.  Framptom.  I  do  not  disagree  with  the  spirit  of  the  proposed 
legislation.  What  I  disagree  with  is  the  absolute  veto  power  of  any 
group  over  a  bank's  decision  to  stay  or  not  to  stay.  We  already  have 
specific  branch  closure  or  moving  notification  requirements  that  we 
must  file  with  our  regulatory  bodies. 

My  thought  is  that  some  process  of  dialog  that  would  invite  pub- 
lic comment  and  discussion  with  financial  institutions  as  to  how 
they  may  join  in  partnership  with  the  community  to  better  serve 
them  and,  thus,  stay  as  a  player  in  that  neighborhood  or  commu- 
nity would  be  helpful,  or  some  discussion  as  to  the  specific  needs 
of  the  neighborhood  that  the  bank  may  not  be  aware  of 

So  I  would  envision  a  process — and  I  am  not  certain  that  it  may 
not  already  exist  with  the  notification  procedures.  I  have  not  par- 
ticipated in  that  process  because  I  haven't  closed  a  facility,  so  I 
really  don't  know  what  is  involved.  But  I  would  think  a  process  like 
that  to  encourage  dialog  and  discussion  prior  to  a  decision  being 
made  would  let  all  interested  parties  have  the  opportunity  to  voice 
their  opinions. 

I  do  disagree  with  an  absolute  veto  right. 

Mr.  Rush.  Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Thank  you  Mr.  Rush. 

Mr.  Shays. 

Mr.  Shays.  Thank  you. 

The  time  is  late  and  you  gentlemen  have  been  waiting  a  long 
time,  and  we  have  two  others  behind  you.  But  I  have  attended  a 
number  of  credit  crunch  hearings,  and  I  have  found  this  hearing 
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to  be  really  the  most  interesting.  All  those  who  have  testified  have 
really  been  outstanding,  and  I  would  add  two  observations. 

One  is  that — I  try  to  not  make  this  comment  often— but  you  meet 
the  enemy  and  the  enemy  is  us.  It  was  very  discouraging  for  me 
to  have  put  so  much  pressure  on  the  administration  to  try  to  deal 
with  it  from  an  administrative  standpoint  and  not  have  the  regu- 
lators overregulate  in  one  area  and  to  compensate  and  overregulate 
and  then  find  out  that  laws  I  voted  for  have  made  it  even  worse. 

And  I  say  this  as  an  observation,  that  legislators  who  don't  serve 
on  the  Banking  Committee  and  try  to  develop  an  expertise — and 
this  is  one  reason,  frankly,  why  I  got  on  this  committee  this  time 
was  to  develop  a  better  expertise — the  bottom  line  is  that  we  really 
felt  we  were  simplifying  the  process  and  we  made  it  far  worse. 

To  think  that  I  might  be  telling  a  bank  president  what  they  can 
make,  it  blows  my  mind.  The  challenge  is  tnat  I  think  a  lot  of  legis- 
lators now  are  of  a  mind  to  vote  against  any  banking  bill  because 
whatever  we  have  done,  we  have  made  it  worse,  going  back  to,  I 
think,  to  even  expanding  the  deposit  insurance  to  $100,000. 

The  other  observation  I  would  make  is  that  I  think  a  number  of 
legislators  are  simply  going  to  just  not  be  connected  to  any  banking 
bill  because  every  banking  bill  we  have  seen  over  the  last  few  years 
has  caused  more  harm  than  good. 

But  I  also  take  the  view  of  my  colleague  that  we  want  to  do  the 
right  thing.  And  I  think  the  process  for  us  is  to  deal  with  this  issue 
and  making  sure  that  every  legislator  is  aware  of  what  we  have 
and  what  we  need  to  do  is  absolutely  essential. 

And  I  think  that,  just  as  President  Nixon  was  the  one  who  was 
able  to  recognize  China,  I  think  that  we  have  a  better  possibility 
here  of  having  the  Clinton  administration  have  more  impact  in 
educating  Cong^ress  and  the  American  people  to  the  need  to  have 
more  flexibility. 

And  on  that  side,  I  am  hopeful.  It  will  be  interesting  to  see  how 
it  turns  out.  The  bottom  line  is  I  am  very  impressed  with  the  com- 
ments that  you  have  made. 

I'm  sorry,  it  is  an  incredible  analogy  to  think  that  all  of  New 
Hampshire  was  redlined  and  in  Connecticut,  as  well,  we  had  people 
that  have  relations  with  banks  and  had  them  for  years  and  then 
those  banks  went  under.  And  it  is  amazing  to  me,  the  American 
people  in  so  many  areas  including  my  district,  a  well-educated  dis- 
trict, they  kept  referring  to  bailing  out  banks.  And  we  had  a 
major — I  had  one — we  had  a  major  bank,  CBT  went  under,  and  I 
had  people  in  my  community  angry  that  we  were  bailing  out  the 
bank,  and  I  said,  raise  your  hands,  how  many  of  you  used  the  Bank 
and  Trust  of  New  England?  And  I  had  probably  20  people  raise 
their  hands.  And  I  said,  we  bailed  you  out;  and  they  didn't  know 
about  that. 

Mr.  Gallagher.  That  is  interesting.  That  is  what  happens,  it 
gets  political — it  was  called  a  banking  oailout  bill.  But  if  they  were 
smart,  they  would  have  called  it  a  banking  customer  bailout.  That 
is  what  the  credit  crunch  is  all  about. 

I  know  you  didn't  ask  for  a  comment,  and  it  takes  a  lot  of  cour- 
age to  address  the  banking  industry,  but  these  are  not  issues  that 
are  terribly  convoluted  and  complex.  If  you  are  in  politics,  you  un- 
derstand. This  is  behavior,  which  Congressman  Cox  talks  about; 
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what  kind  of  behavior  will  you  get  with  a  certain  law  on  the  books? 
You  don't  have  to  be  a  banker  to  understand  that. 

What  I  think  we  need  now  is  to  quiet  things  down  for  all  the  rea- 
sons you  stated  and  move  slowly  toward  resolving  it  when  it  isn't 
such  a  political  issue.  If  we  could  do  that,  we  could  do  a  lot. 

Mr.  Spratt.  Thank  you  very  much,  both  of  you,  for  coming.  You 
have  been  forthcoming,  and  we  will  benefit  from  your  comments. 

Our  final  two  witnesses  and  our  last  panel  are  two  attorneys, 
Mr.  Thomas  Hamsberger,  senior  real  estate  partner  of  Milbank, 
Tweed,  Hadley  &  McCloy  of  Los  Aneeles;  and  FVank  Puleo,  who  is 
a  partner  in  tne  corporate  banking  dfepartment  at  Milbank,  Tweed. 

You  both  come  from  the  same  nrm.  You  can  take  your  choice  as 
to  which  goes  first.  But  you  have,  I  believe,  submitted  testimony. 

I  have  yours,  Mr.  Puleo.  I  haven't  seen  Mr.  Hamsberger's.  I  as- 
sume that  you  have  prepared  testimony.  We  will  make  it  a  part  of 
the  record. 

Mr.  Harnsberger.  I  do  not. 

Mr.  Spratt.  OK.  We  will  make  your  comments  a  part  of  the 
record. 

Mr.  Puleo,  your  testimony  as  submitted  will  be  made  a  part  of 
the  record,  and  we  will  turn  to  you  first  for  your  testimony. 

STATEMENT  OF  FRANK  C.  PULEO,  PARTNER,  CORPORATE  AND 
BANKING  DEPARTMENT,  MILBANK,  TWEED,  HADLEY  & 
McCLOY,  NEW  YORK,  NY 

Mr.  Puleo.  Thank  you,  Mr.  Chairman,  members  of  the  sub- 
committee. 

I  am  honored  to  have  this  opportunity  to  discuss  with  you  the 
subject  of  the  credit  crunch,  and  I  would  particularly  like  to  thank 
Congressman  Cox  for  inviting  us  to  discuss  this  with  you. 

It  is  no  surprise  to  you,  based  on  all  the  expert  testimony  that 
you  have  heard  so  far,  that  I  am  unable  to  identify  for  you  any  sin- 
gle legal  provision  or  even  a  group  of  legal  provisions  or  regulations 
which  can  be  identified  as  the  source  of  the  credit  slow  down  or  the 
credit  crunch. 

You  have  heard  from  bankers  and  regulators  and  others  who 
have  more  firsthand  knowledge  of  this  situation  than  outside  legal 
counsel. 

Nevertheless,  as  an  advisor  to  a  number  of  financial  institutions 
who  are  financial  services  providers,  I  think  it  is  my  perception 
that  the  credit  crunch  is  caused  by  a  multitude  of  factors  in  com- 
bination, which  range  from  slack  demand  in  certain  sectors  to  a 
multitude  of  legal  provisions  which  individually  are  well  inten- 
tioned  but  which,  in  the  aggregate,  constitute  an  increasingly 
heavy  regulatory  burden  which  has  an  adverse  effect  on  the  ability 
and  the  willingness  of  financial  institutions  in  the  United  States  to 
increase  the  availability  of  credit. 

While  the  benefits  of  such  regulations  oflen  appear  clear,  I  think 
the  costs  are  frequently  difficult  to  predict  in  advance.  They  are  dif- 
ficult to  quantify  even  after  the  fact  and  all  too  easy  to  underesti- 
mate. 

A  recurring  theme  of  my  remarks  will  be  the  necessity  of  striking 
the  proper  balance  between  the  benefits  of  regulation  and  the  bene- 
fits of  having  bankers  in  a  position  to  exercise  sound  business  judg- 
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ment,  to  take  appropriate  risks  in  the  pursuit  of  rewards  for  share- 
holders and,  as  a  result,  to  make  credit  available  which  will  stimu- 
late growth  in  jobs  and  in  the  economy  as  a  whole. 

And  I  think  the  testimony  of  the  prior  two  panels,  in  fact,  also 
had  that  same  recurring  theme,  the  question  of  balance  in  the  reg- 
ulatory process. 

I  will  try  to  focus  on  two  facets  of  the  situation  which  are  aspects 
that  may  not  have  been  identified  in  prior  discussions.  The  first  re- 
lates to  capital  requirements,  and  the  second  involves  recent  legis- 
lative and  regulatory  efforts  which  I  believe  may  have  had  the  ef- 
fect of  discouraging  bankers  from  exercising  their  business  judg- 
ment and  encouraging  them  to  substitute  the  judgment  of  outside 
advisors. 

First,  the  question  of  capital  requirements.  Certainly  no  one 
quarrels  with  the  necessity  of  adequate  bank  capital.  Care  must  be 
taken  to  ensure  balance  in  this  requirement.  Excessive  capital  re- 
quirements can  be  counterproductive  by  effectively  reducing  the  re- 
turn on  investment  in  bank  stocks  to  the  point  where  banks  cannot 
compete  for  additional  capital. 

I  do  not  suggest  that  the  Basle  requirements,  as  implemented  by 
the  U.S.  regulators,  or  the  current  leverage  ratios  implemented  by 
the  U.S.  regulators  are  excessive.  The  problem  is  that  there  are  in- 
direct ways  in  which  capital  requirements  have  been  elevated,  and 
these  have  significant  effects. 

The  enactment  of  FDICIA  and  the  promulgation  of  the  prompt 
corrective  action  regulations  under  FDICIA  formalized  the  notion 
that  a  well-capitalized  financial  institution  has  a  10-percent  risk- 
based  capital  ratio.  This  effectively  raised  the  capital  hurdle  from 
the  4-percent  and  8-percent  Basle  requirements  to  a  10-percent 
ratio. 

While  I  recognize  that  financial  institutions  are  not  required  to 
be  well  capitalized,  I  am  confident  that  it  is  every  banker's  objec- 
tive to  maintain  a  10-percent  ratio  in  light  of  the  prompt  corrective 
action  standard. 

Moreover,  maintaining  the  10  percent  provides  greater  flexibility 
under  the  regulations  in  terms  of  the  acceptance  of  brokered  depos- 
its, and  it  lowers  the  deposit  insurance  assessments  under  the 
FDIC's  recently  adopted,  risk-based  deposit  insurance  premiums. 

A  further  example  of  creeping  elevation  of  capital  requirements 
is  that  the  FDIC  has  now  requested  comments  on  whether  its  final 
risk-based  insurance  assessments  should  include  a  so-called  mini- 
mal risk  category.  That  is  one  with  a  capital  level  which  is  above 
the  10-percent  capital  level. 

The  obvious  risk  here  is  that  this  inadvertently  further  elevates 
the  hurdle  for  a  top  tier  bank  perhaps  without  intending  to  do  so. 
Banks  are  concerned  not  only  with  the  regulatory  consequences  of 
these  escalating  hurdles,  but  also  with  the  effects  that  this  will 
have  on  the  confidence  of  its  customers  and  shareholders.  It  is  to 
be  expected  that  customers  and  shareholders  will  be  sensitive  to 
the  regulatory  benchmarks  that  are  set.  And  bankers  tell  me  that 
this  is  already  evident  in  trading  and  dealing  arrangements,  in  the 
cost  of  funds,  in  their  credit  relationships  with  customers  and  also 
in  the  earnings  multiples  accorded  to  bank  stocks  in  the  market. 
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Increased  capital  costs  have,  along  with  other  changes  in  the 
market,  also  fundamentally  altered  the  banking  business  in  the 
United  States  in  other  ways.  In  this  new  environment,  it  is  difficult 
for  banks  to  earn  a  competitive  return  merely  by  collecting  deposits 
and  lending  money.  And  as  they  look  for  other  routes,  including  the 
ability  to  downsize  their  balance  sheet  and  increase  their  fee  re- 
turns, they  have  returned  to  the  securitization  of  assets. 

This  has  become  a  major  element  of  the  intermediation  process 
by  banks.  As  you  undoubtedly  know,  this  is  a  process  by  which 
banks  sell  assets  to  the  marketplace  through  financial  vehicles 
which  issue  a  variety  of  securities.  Often  in  the  sale,  the  bank  can 
retain  a  portion  of  the  income  from  these  assets  such  as  servicing 
fees  while  transferring  many  of  the  risks  of  ownership  and  elimi- 
nating the  need  of  borrowing  funds  to  carry  the  asset. 

Securitization  frees  the  balance  sheet  capacity  for  additional  ex- 
tensions of  credit.  And  as  such,  it  can  be  a  major  contributor  to  al- 
leviating the  credit  crunch.  That  fact  suggests  to  me  that  the  legis- 
lative proposals  to  facilitate  securitization  of  commercial  loans,  for 
example  through  authorization  of  entities  analogous  to  the  Federal 
mortgage  agencies,  would  further  considerably  your  efforts  to  alle- 
viate the  credit  crunch. 

At  the  same  time,  I  urge  you  not  to  overlook  potential  adverse 
impact  from  seemingly  esoteric  or  minor  changes  in  the  capital 
rules  which  I  believe  will  have  a  potentially  significant  adverse  im- 
pact on  the  ability  of  banks  to  securitize  assets. 

In  particular,  I  am  concerned  about  the  so-called  recourse  propos- 
als which  are  currently  being  considered  by  regulatory  agencies 
under  the  aegis  of  the  Federal  Financial  Institutions  Examination 
Council.  As  you  may  know,  to  make  asset  securitization  efficient, 
various  techniques  are  used  to  increase  the  credit  quality  of  the  as- 
sets for  the  buyer.  This  can  result  in  retention  by  selling  banks  of 
a  portion  of  the  normal  risks  of  ownership. 

This  retention  of  risk  is  referred  to  by  the  bank  regulators  as  re- 
course. Bank  regulators  already  require  that  for  the  purposes  of 
computing  capital  requirements  the  retention  of  risk  or  recourse  is 
treated  as  the  retention  of  the  entire  asset  pool  that  otherwise 
would  be  shown  as  sold. 

This  goes  well  beyond  the  normal  requirements  of  generally  ac- 
cepted accounting  principles  in  terms  of  the  way  in  which  asset 
sales  are  reflected.  Some  would  argue  that  the  existing  rules  al- 
ready result  in  a  disproportionate  capital  burden.  At  the  same 
time,  there  are  new  proposals  being  considered  which  are  still  in 
the  formative  stages.  But,  as  I  understand  the  proposals,  they 
would  further  broaden  the  concept  of  what  constitutes  recourse. 

The  industry  has  expressed  concern  that  the  new  broader  re- 
course proposals  would  substantially  increase  the  cost  associated 
with  securitization  and  would  potentially  cause  securitization  pro- 
gn^ams  to  be  terminated.  I  am  concerned  that  this  is  inconsistent 
with  efforts  to  facilitate  the  securitization  of  bank  assets  including, 
in  particular,  commercial  loans  and  would  further  prolong  the  cred- 
it crimch. 

Let  me  turn  to  a  second  area  which  I  think  has,  perhaps,  contrib- 
uted to  the  credit  slowdown,  and  that  is  a  trend  evident  in  recent 
initiatives  by  Congress  and  regulatory  agencies,  the  consequence  of 
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which  I  believe  is  to  discourage  bank  officers  and  directors  from  ex- 
ercising their  independent  business  jud^ent  and  to  encourage  or, 
in  some  cases,  even  to  require  overrehance  on  independent  advi- 
sors. 

Again,  no  particular  statutory  section  or  regulatory  pronounce- 
ment is  at  fault.  But  this  result  flows  from  a  combination  of  regu- 
latory actions  and  statutory  provisions. 

Perhaps  the  most  important  is  the  director  and  officer  liability 
cases  which  are  often  brought  against  the  officials  of  failed  institu- 
tions on  the  basis  of  simple  negligence. 

As  a  consequence  of  bringing  these  cases  on  the  basis  of  simple 
negligence,  bank  officers  and  directors  have,  to  a  large  extent,  lost 
the  benefits  of  the  traditional  business  judgment  rule. 

Under  the  traditional  business  judgment  rule,  courts  will  not 
secondguess  officers  and  directors  except  in  the  case  of  fraud,  self- 
dealing,  violation  of  laws,  or  at  least  gross  negligence.  None  of  the 
cases  I  am  talking  about  involved  those  elements,  and  yet  bank  of- 
ficers are  being  subjected  to  20/20  hindsight  by  bank  regulators. 

This  is  not  an  enviable  position,  in  light  of  the  oil  shocks,  dra- 
matic changes  in  the  tax  laws  affecting  real  estate,  and  significant 
regional  economic  slowdowns.  Putting  aside  the  effect  on  individ- 
uals and  granting  that  there  have  been  abuses  which  more  than 
justified  action  against  some  bank  officials,  trying  to  focus  on  the 
effect  of  these  actions  by  the  regulators  on  the  industry  as  a  whole, 
I  think  you  see  that  a  very  strong  signal  is  sent  to  directors  and 
officers  of  banks  which  is  causing  them  to  behave  in  an  extremely 
conservative  fashion.  While  the  FDIC  and  the  RTC  pay  lip  service 
to  the  notion  that  directors  and  officers  of  failed  institutions  are 
not  presumed  to  violate  law  and  are  not  guarantors  of  the  health 
of  their  institutions,  their  actions  in  many  cases  appear  to  con- 
tradict their  words. 

Against  this  background,  today's  bankers,  naturally,  are  taking 
a  cautious  attitude.  When  considering  a  given  request  for  credit  or 
considering  a  new  product  initiative  which  would  be  a  new  source 
of  revenue  to  a  bank,  management  is  more  likely  than  before  to 
make  judgments  whicn  reflect  disproportionately  the  risks  as  com- 
pared to  the  rewards, 

A  banker  may  forego  the  development  of  a  new  product  or  activ- 
ity because  of  regulatory  uncertainties  which  his  advisors  cannot 
cure.  In  this  respect,  the  consequence  of  this  overly  cautious  atti- 
tude extends  beyond  the  credit  crimch  and  inhibits  banks  from  de- 
veloping needed  new  sources  of  revenue. 

I  think  that  the  problem  in  this  arena  is,  again,  coming  back  to 
the  concept  of  balance,  that  there  needs  to  be  a  restoration  of  bal- 
ance in  the  regulatory  process. 

There  are  other  illustrations  which  I  think  have  been  discussed 
by  other  panelists.  And  my  colleague,  Mr.  Hamsberger,  I  think  will 
probably  give  some  examples  of  situations  in  which  there  are  either 
legislative  requirements  or  legislative  pronouncements  which  send 
a  strong  signal  to  bankers  that  they  should  be  backed  up  bv  inde- 
pendent appraisers,  independent  accountant's  opinions,  independ- 
ent legal  opinions,  where  the  tendency  is  to  cause  bankers  to  be 
overly  reliant  on  their  advisors  rather  than  making  business  judg- 
ments which  they  ought  to  be  making  which  would  produce  a  more 
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healthy  business  environment  both  in  terms  of  credit  and  in  terms 
of  new  products. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Puleo  follows:] 
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Mr.  Chairman,  members  of  the  Subcommittee,  I  am 
Frank  C.  Puleo,  a  member  of  the  law  firm  of  Milbank,  Tweed, 
Hadley  &  McCloy.   Milbank  Tweed  is  an  international  law  firm 
which  specializes  in,  among  other  things,  advising  financial 
institutions  and  other  providers,  as  well  as  consumers,  of 
financial  services. 

I  am  honored  to  have  this  opportunity  to  discuss  with 
you  the  so  called  "credit  crunch."   I  am  unable  to  identify  for 
you  with  certainty  any  single  legal  factor  or  even  several  major 
statutory  or  regulatory  problems  to  which  a  "credit  crunch"  or 
credit  slowdown  can  be  attributed.   This  should  be  no  surprise 
since  you  have  previously  heard  testimony  from  bankers, 
regulators  and  others  who  have  more  first  hand  knowledge  of 
credit  availability  than  outside  legal  counsel.   It  is 
nevertheless  my  perception  that  the  "credit  crunch"  is  caused  by 
a  multitude  of  factors  in  combination  ranging  from  slack  loan 
demand  in  some  sectors  to  a  multitude  of  legal  provisions  which 
individually  seem  well  intent ioned  but  which  in  the  aggregate 
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constitute  an  increasingly  heavy  regulatory  burden  having  an 
adverse  effect  on  the  ability  and  willingness  of  financial 
institutions  in  the  United  States  to  increase  the  availability  of 
credit. 

You  undoubtedly  recognize  that  as  outside  legal  counsel 
to  banks  and  other  financial  institutions  my  perspective  on  these 
matters  is  more  limited  than  that  of  the  bankers  and  businessmen 
who  make  credit  decisions  on  a  daily  basis  and  that  of  our 
banking  regulators.   A  lawyer's  role  in  the  credit  process  most 
often  is  to  advise  financial  institutions  on  the  structuring  and 
documentation  of  loans  so  as  to  protect  the  lender's  interest, 
help  reduce  the  risk  of  loss  on  the  loans  and  help  assure 
compliance  with  applicable  laws. 

You  have  already  heard  that  increases  in  the  regulatory 
burden  on  U.S.  financial'  institutions  will,  by  increasing  the 
costs  of  engaging  in  the  banking  business,  decrease  the 
availability  of  credit.   I  restate  the  obvious,  not  to  suggest 
that  the  solution  to  the  "credit  crunch"  is  to  eliminate 
regulations,  but  rather  simply  as  a  reminder  that  increases  in 
regulation  inevitably  involve  a  cost-benefit  analysis. 
Unfortunately,  while  the  benefits  of  such  regulation  often  appear 
clear,  the  costs  are  frequently  difficult  to  predict  in  advance, 
difficult  to  quantify  even  after  the  fact,  and  all  too  easy  to 
underestimate.   A  recurring  theme  of  my  remarks  will  be  the 
necessity  of  striking  the  proper  balance  between  the  benefits  of 
regulation  and  the  benefits  of  having  bankers  in  a  position  to 
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exercise  sound  business  judgment,  to  take  appropriate  risks  in 
pursuit  of  rewards  for  shareholders  and,  as  a  result,  to  make 
credit  available  which  will  stimulate  growth  in  jobs  and  the 
economy  as  a  whole. 

You  have  heard  testimony  regarding  many  of  the 
reporting,  recordkeeping  and  other  burdens  which  are  examples  of 
the  costs  imposed  by  increased  regulation.   I  will  focus  my 
remarks  on  two  facets  of  regulation  of  financial  institutions 
that  I  have  observed  in  my  own  practice,  aspects  of  which  may  not 
have  been  emphasized  in  prior  discussions.   The  first  relates  to 
the  capital  requirements  applicable  to  regulated  financial 
institutions,  which  have  increased  steadily  over  the  last  few 
years.   The  second  involves  recent  legislative  and  regulatory 
efforts  that  have  the  effect  of  discouraging  bankers  from 
exercising  their  business  judgment  and  encourage  the  substitution 
therefor  of  the  judgment  of  those  who  should  be  merely  advisers. 

Capital  Requirements 

Much  has  already  been  said  regarding  the  effect  that 
the  risk-based  capital  rules,  which  require  much  less  capital  to 
be  maintained  against  investments  in  government  securities  than 
against  ordinary  commercial  business  loans,  have  had  on  the 
willingness  of  financial  institutions  to  extend  credit  to 
commercial  borrowers.   While  no  one  quarrels  with  the  necessity 
for  adequate  bank  capital,  care  must  be  taken  to  assure  balance 
in  the  requirements.   Excessive  capital  requirements  can  have 
counterproductive  effects  by  effectively  reducing  the  return  on 
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investment  in  bank  stocks  to  the  point  where  banks  cannot  compete 
for  additional  capital.   I  do  not  suggest  that  the  Basel 
requirements  or  the  current  leverage  ratio  requirements  are 
excessive.   The  problem  is  that  there  are  more  indirect  ways  in 
which  capital  requirements  have  been  elevated  which  can  have 
significant  effects. 

Enactment  of  the  Federal  Deposit  Insurance  Corporation 
Improvements  Act  of  1991  and  promulgation  of  the  prompt 
corrective  action  regulations  thereunder,  which  formalized  the 
notion  that  a  well -capitalized  financial  institution  has  a  10% 
risk-based  capital  ratio,  effectively  raised  the  capital 
requirements  to  10%.   While  I  recognize  that  financial 
institutions  are  not  required  to  be  well  capitalized,  I  am 
confident  that  every  banker's  objective  is  to  achieve  or  maintain 
a  10%  risk-based  capital  ratio.   Among  other  things,  maintaining 
a  10%  capital  ratio  provides  greater  operational  flexibility  by 
permitting  the  acceptance  of  brokered  deposits  and  lowering 
deposit  insurance  assessments  under  the  FDIC's  recently -adopted 
transitional  risk-based  insurance  premiums. 

The  FDIC  has  now  solicited  comment  on  whether  its  final 
risk-based  assessments  should  include  a  "minimal  risk"  category, 
that  is  one  with  a  level  above  the  well  capitalized  level.   The 
risk  in  this,  of  course,  is  that  it  inadvertently  further 
elevates  the  hurdle  for  a  top  tier  bank,  without  intending  to  do 
so. 
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Banks  are  concerned  not  only  with  the  regulatory 
consequences  of  these  escalating  hurdles,  but  also  with  the 
effects  on  the  confidence  of  its  customers  and  shareholders. 
Bankers  tell  me  this  is  evident  in  trading  and  dealing 
arrangements,  cost  of  funds,  credit  relationships  and  the 
earnings  multiple  accorded  to  bank  stocks  in  the  market. 
Customers  and  shareholders  will  be  heavily  influenced  by  the 
bench  marks  set  by  regulators.   However,  there  is  a  tension 
between  being  well  capitalized  and,  therefore,  able  to  attract 
low  cost  deposits  and  other  customer  business  and  being  able  to 
provide  shareholders  with  a  competitive  return  on  capital.   This 
must  be  resolved  through  a  balanced  approach  and  by  giving 
bankers  the  flexibility  to  optimize,  within  an  acceptable  range, 
the  use  of  capital. 

Increased  capital  costs  have,  along  with  other  changes 
in  the  marketplace,  fundamentally  altered  the  nature  of  the 
banking  business  in  the  United  States.   In  this  new  environment, 
it  is  difficult  for  banks  to  earn  a  competitive  return  merely  by 
collecting  deposits  and  lending  them  out  to  commercial  borrowers. 
Instead,  they  must  look  increasingly  to  other  businesses  and 
activities  that  generate  fee  income  instead  of  interest  income  if 
they  are  to  achieve  a  return  regarded  by  investors  as 
competitive. 

Accordingly,  securitization  of  assets  has  become  a 
major  element  of  the  intermediation  process  by  banks.   As  you 
undoubtedly  know,  securitization  is  a  process  whereby  banks  sell 
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assets  to  the  market  through  financial  vehicles  which  issue  a 
variety  of  securities.   Often  the  selling  bank  can  retain  a 
portion  of  the  income  from  such  assets,  such  as  a  servicing  fee, 
while  transferring  many  of  the  risks  of  ownership  and  eliminating 
the  necessity  of  borrowing  funds  to  carry  the  asset . 
Securitization  frees  balance  sheet  capacity  for  additional 
extensions  of  credit  and  can  be  a  major  contributor  to 
alleviating  the  "credit  crunch".   While  the  largest  volume  of 
securitization  has  been  in  consumer  paper,  that  is  residential 
mortgage  loans,  credit  card  receivables  and  auto  loans,  the 
practice  is  spreading  to  other  bank  assets  including  commercial 
loans.   The  SEC  has  recently  acted  to  facilitate  this  through  new 
rules  designed  to  avoid  unintended  burdens  on  such  transactions 
under  securities  laws.   This  suggests  that  passage  of  legislative 
proposals  to  facilitate  the  securitization  of  commercial  loans, 
for  example,  through  authorization  of  entities  analogous  to 
federal  mortgage  agencies,  will  further  considerably  your  efforts 
to  relieve  the  "credit  crunch". 

While  banks  may  be  less  able  and  willing  to  hold 
commercial  loans  on  their  books  as  a  result  of  the  higher  capital 
requirements,  they  continue  to  possess  expertise  in  identifying 
creditworthy  borrowers  and  servicing  loans  of  all  types. 
Ideally,  securitization  of  commercial  loans  would  permit  banks  to 
bring  their  considerable  expertise  to  bear  with  minimal  capital 
costs  to  the  banks,  while  also  generating  fee  income. 
Accordingly,  I  would  urge  you  to  consider  as  part  of  your  efforts 
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to  relieve  the  "credit  crunch"  the  various  proposals  to 
facilitate  the  development  of  a  secondary  market  for  commercial 
business  loans  and  otherwise  encourage  securitization  of  such 
loans. 

At  the  same  time,  however,  I  urge  you  to  not  overlook 
the  potential  adverse  impact  that  seemingly  esoteric  changes  in 
the  capital  rules  might  have  on  the  ability  of  financial 
institutions  to  participate  in  the  securitization  process.   In 
particular,  I  am  concerned  about  the  "recourse"  proposals 
currently  being  considered  by  the  regulatory  agencies  under  the 
aegis  of  the  Federal  Financial  Institutions  Examination  Council. 

To  make  asset  securitization  efficient,  various 
techniques  are  used  to  increase  the  credit  quality  of  the  asset 
for  the  buyer.   This  can  result  in  retention  by  selling  banks  of 
a  portion  of  the  normal  risks  of  ownership.   The  proportion  of 
such  normal  risks  retained  governs  the  degree  of  "recourse". 
Bank  regulators  already  require  that  for  capital  computation 
purposes,  the  retention  of  risk  or  recourse  is  treated  as 
retention  of  the  asset  in  computing  capital  requirements.   This 
rule  goes  beyond  the  normal  GAAP  consequences  of  such  risk 
retention.   Some  would  argue  that  the  existing  rules  result  in  a 
disproportionate  capital  burden,  although,  the  current  treatment 
of  recourse  under  the  capital  rules  has  not  prevented  the 
securitization  of  consumer  loans  and  mortgages.   In  many  of  these 
cases,  the  securitization  has  been  done  because  it  provides 
efficient  funding  notwithstanding  the  fact  that  capital  must  be 
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maintained  on  the  entire  asset  although  the  recourse  to  the 
selling  bank  does  not  exceed  10%  of  the  asset  sold. 

While  the  new  proposals  regarding  recourse  are  still  in 
the  formative  stages  and  regulators  are  seeking  industry  comment, 
their  general  thrust,  as  I  understand  the  proposals,  is  to 
further  broaden  the  concept  of  what  constitutes  recourse.   The 
industry  has  expressed  concern  that  the  new  broader  recourse 
proposals  would  substantially  increase  the  costs  associated  with 
securitization  and  potentially  cause  certain  securitization 
programs  to  be  terminated.   Absent  evidence  that  application  of 
the  existing  recourse  rules  has  led  to  abuses  or  excessive  risk- 
taking  by  financial  institutions  further  expansion  of  those  rules 
is  out  of  balance  with  the  problem.   I  am  concerned  that  a 
broadening  of  the  recourse  rules  at  this  time  would  be 
inconsistent  with  efforts  to  facilitate  the  securitization  of 
banking  assets,  including  commercial  loans,  and  would  further 
prolong  the  "credit  crunch".   The  Basel  requirements  provide 
flexibility  which  should  be  used  to  avoid  disproportionate 
capital  for  securitized  assets. 

Exercise  of  Business  Judgment 

The  second  development  that  I  have  observed  and  believe 
has  contributed  to  the  credit  slowdown  is  a  trend  evident  in 
recent  initiatives  by  both  Congress  and  the  regulatory  agencies 
the  consequence  of  which  is  to  discourage  bank  officers  and 
directors  from  exercising  their  independent  business  judgment  and 
encourage  or  require  over  reliance  on  independent  advisers.   No 


619 


9 

particular  statutory  section  or  regulatory  pronouncement  is  at 
fault.   But  again  this  unhealthy  result  flows  from  a  combination 
and  confluence  of  regulatory  actions  and  statutory  provisions. 

Most  importantly,  director  and  officer  liability  cases 
are  often  brought  against  the  officials  of  failed  institutions  on 
the  basis  of  "simple  negligence."   Thus,  bank  officers  and 
directors  have  to  a  large  extent  lost  the  protection  of  the 
traditional  business  judgment  rule.   For  example,  in  April  there 
were  three  reported  decisions,  two,  in  Illinois  and  Utah,  holding 
that  simple  negligence  was  the  applicable  standard  for  officers 
and  directors,  and  one  in  Texas  which  applied  the  more 
traditional  business  judgment  rule  that  courts  will  not  second 
guess  officers  and  directors  in  the  absence  of  fraud,  self 
dealing,  violation  of  laws,  or  at  least  gross  negligence.   None 
of  these  cases  involved  fraud,  self  dealing  or  violation  of  laws. 
Yet  bank  officers  are  being  subjected  to  "twenty -twenty"  hind 
sight  by  the  bank  regulators.   Not  an  enviable  position  in  light 
of  oil  shocks,  dramatic  changes  in  the  tax  laws  affecting  real 
estate  and  significant  regional  economic  slowdowns.   One 
publication  showed  166  professional  liability  suits  by  bank 
regulators  against  directors,  officers,  attorneys  and  accountants 
at  the  end  of  March  1992,  71  of  whic^  were  brought  in  that  first 
quarter. 

Put  aside  any  effect  on  the  individuals,  grant  that 
there  have  been  abuses  which  more  than  justified  action  against 
some  banking  officials  and  focus  on  the  effect  on  the  banking 
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industry  of  these  lawsuits  and  the  uncertain  standard  being 
applied.   As  in  the  case  of  capital  rules,  the  issue  is  one  of 
balance.   While  the  FDIC  and  RTC  pay  lip  service  to  the  notion 
that  the  directors  and  officers  of  a  failed  financial  institution 
are  not  presumed  to  have  violated  the  law  and  are  not  guarantors 
of  the  health  of  the  institution,  their  actions  in  many  cases 
appear  to  contradict  their  words.   FIRREA  itself  contains  a  gross 
negligence  standard,  but  this  leaves  open  state  law  requirements. 
The  FDIC  and  the  OTS  have  published  standards  for  professional 
director  and  officer  conduct,  but  since,  the  RTC  has  not  yet 
promulgated  such  a  policy  and  cases  such  as  those  referred  to 
above  continue  to  be  reported,  this  has  done  little  comfort  the 
bankers . 

Against  this  background,  today's  bankers  take  a 
cautious  attitude.   When  considering  a  given  request  for  credit 
on  a  new  product  initiative,  bank  management  is  more  likely  than 
before  to  make  judgments  which  reflect  disproportionately  the 
risks  as  compared  to  the  rewards.   While  a  banker  may  not  deny 
the  request  for  credit,  he  may  so  tighten  the  conditions  on  the 
extension  of  credit  that  the  projects  to  be  financed  are  no 
longer  feasible.   Further,  the  banker  similarly  may  forego 
development  of  new  products  and  new  activities  because  of 
regulatory  uncertainties  that  his  advisers  alone  cannot  cure.   In 
this  respect,  the  consequences  of  this  overly  cautious  attitude 
extend  beyond  the  current  "credit  crunch"  to  also  inhibit 
development  of  new  fee-based  products  and  lines  of  businesses. 
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which  as  noted  earlier,  are  critical  to  the  future  of  the  banking 
industry. 

Another  consequence  cf  the  foregoing  is  that  bankers 
are  encouraged  or,  in  some  cases,  required  to  look  to 
professional  advisers  in  a  manner  which  places  too  much  emphasis 
on  the  adviser  and  too  little  on  the  judgment  of  the  banker. 

An  example  is  the  real  estate  appraisal  regulations 
mandated  by  FIRREA  which  require  appraisals  to  be  conducted  in 
virtually  all  transactions  where  real  estate  is  taken  as 
collateral  for  a  loan.   While  the  appraisal  regulations  exempt 
transactions  where  the  real  estate  collateral  is  taken  solely  out 
of  an  abundance  of  caution  (I  understand,  however,  that  the  field 
examiners  construe  this  exception  narrowly) ,  they  still  require 
appraisals  on  a  very  large  number  of  transactions  where  the  real 
estate  collateral  is  important,  but  not  the  basis  for  the 
extension  of  credit.   Appraisals  are  expensive  and  can  adversely 
alter  the  economics  of  a  transaction  not  only  because  of  the 
expense,  but  also  because  in  this  environment  appraisers  are 
cautious  and  will  take  conservative  assumptions  which  result  in 
low  appraisals.   Again  it  is  a  matter  of  balance.   There  should 
be  more  room  for  the  judgment  of  the  banker. 

To  the  extent  bank  officers  and  directors  are  willing 
to  take  action  in  situations  involving  legal  and  accounting 
questions  regarding  new  products,  they  increasingly  seek  not  only 
the  professional  advice  which  is  essential  to  understanding  the 
risks  and  making  informed  judgments,  but  also  more  formal 
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opinions  from  their  professional  advisers  which  are  designed  as 
protection  from  second-guessing  by  the  regulators.   In  some 
circumstances,  this  latter  can  be  counterproductive.   Their 
advisers  are  also  aware  of  the  potential  for  second-guessing  by 
the  regulators  and,  in  light  of  the  expansive  view  of  their 
responsibilities  taken  by  at  least  some  of  the  regulatory 
agencies  (particularly  the  OTS) ,  frequently  are  willing  to 
provide  comfort  only  after  clearing  the  matter  first  with  the 
regulatory  agencies.   Regulatory  agencies  are  not  staffed  and 
should  not  have  to  be  staffed  to  respond  in  a  timely  manner  in 
these  circumstances.   The  result  can  be  that  a  new  type  of 
financing  or  other  new  product  is  delayed  or  abandoned  simply 
because  there  is  no  precedent  which  clearly  defines  its  bank 
regulatory,  tax  and  accounting  consequences  and  regulators  are 
not  staffed  to  deal  with  these  issues  in  the  time  frame  required 
by  the  market.   The  solution  is  not  to  have  government  incur  the 
expense  to  staff  up,  but  to  restore  balance  to  the  regulatory 
process  such  that  there  is  room  for  reasonable  judgments  by 
bankers  with  benefit  of  advice  from  professional  advisers,  but 
without  bankers  feeling  compelled  to  seek  near  certainty. 

Another  contributor  to  the  overly  cautious  attitude  of 
bankers  today  is  the  tendency  found  in  both  FDICIA  and  FIRREA  to 
micromanage  the  affairs  of  financial  institutions  through  the 
establishment  of  narrow,  highly  specific  standards.   For  example, 
Section  132  of  FDICIA  requires  the  regulatory  agencies  to 
prescribe  detailed  "Standards  for  Safety  and  Soundness"  covering 
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such  day-to-day  management  items  as  internal  controls, 
information  systems,  internal  audit  systems,  loan  documentation, 
credit  underwriting,  interest  rate  exposure,  asset  growth  and 
compensation,  fees  and  benefits.   While  I  recognize  that  these 
provisions  are  well-intentioned  and  the  regulators  tried  to 
respond  with  an  approach  which  left  room  for  management 
judgments,  these  provisions  send  a  strong  signal  to  bank 
management.   Similarly,  Section  112  of  FDICIA  which  establishes  a 
requirement  for  insured  institutions  to  submit  to  the  FDIC  annual 
independent  audits  and  related  reports  also  requires  the  judgment 
of  auditors  as  to  matters  other  than  purely  financial.   An 
insured  institution  not  only  must  prepare  a  report  signed  by  the 
chief  executive  officer  and  the  chief  accounting  officer 
containing,  cimong  other  things,  an  assessment  of  the 
effectiveness  of  the  institution's  internal  controls  and 
compliance  with  laws  relating  to  safety  and  soundness,  but  also 
must  obtain  an  attestation  as  to  such  matters  from  its 
independent  public  accountant. 

The  above  examples  are  illustrative  but  by  no  means 
exhaustive  of  the  types  of  legislative  and  regulatory  actions 
that  have,  when  taken  together,  produced  an  environment  which  can 
interfere  with  the  normal  healthy  exercise  of  business  judgment 
by  managers  of  financial  institutions.   Sound  judgment  with  a 
balanced  regard  for  risk  and  reward  is  the  linch  pin  for  a 
successful  banking  system.   We  should  seek  to  create  a  regulatory 
environment  which  encourages  this. 
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I  have  touched  but  briefly  on  what  I  believe  are  some 
of  the  factors  which  appear  to  contribute  to  the  "credit  crunch" 
I  hope  I  have  been  helpful  and  would  be  glad  to  answer  any 
questions.   Thank  you. 
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Mr.  Spratt.  Thank  you. 
Mr.  Hamsberger. 

STATEMENT  OF  THOMAS  L.  HARNSBERGER,  REAL  ESTATE 
PARTNER,  MILBANK,  TWEED,  HADLEY  &  McCLOY,  LOS  ANGE- 
LES, C  A 

Mr.  HARNSBERGER.  Thank  you,  Mr.  Chairman. 

And  a  special  thanks  to  Mr.  Cox  for  inviting  us  to  come  here 
today.  We  appreciate  the  chance  to  speak  to  the  subcommittee. 

Mr.  Spratt.  We  appreciate  your  forbearance  as  well  as  your  will- 
ingness to  come.  Thank  you. 

Mr.  HARNSBERGER.  And  I  well  be  brief  in  citing  examples  as  to 
how  the  credit  crunch  affects  real  estate,  particularly  in  California. 

I  am  here  to  discuss,  in  general,  the  use  of  FIRREA  and  its  ap- 
praisal requirement  as  reg^atory  overkill. 

I  am  sorrv  that  Mr.  Shays  has  left  the  room  now.  I  listened  with 
interest  to  his  tale  of  five  hotels  built  in  one  city  at  one  time  and 
the  bad  judgment,  obviously,  of  some  lenders  to  provide  the  funds. 
I  can  think  of  numerous  instances — I  am  sure  that  we  all  can — of 
high-rise  buildings  being  built  in  Los  Angeles  where  one,  good,  20- 
story  building  would  do  and  five  went  up. 

But  the  appraisal  requirement  of  FIRREA  would  not  stop  that, 
nor  would  the  suggestion  earlier  today  of  requiring  a  study  of  what 
else  in  the  marketplace  is  likely  to  happen,  because  real  estate 
lending  takes  time.  Real  estate  projects  take  time — 2,  3,  5  years  to 
come  to  fruition.  And  by  the  time  anyone  forecasts  the  market  with 
accuracy,  the  subject  project  is  well  under  construction  and,  once 
half-built,  has  to  be  finished.  Requiring  an  outside  appraiser  to 
spend  additional  money  to  study  doubly  carefully  what  the  market- 
place is  likely  to  hold  and  then  punishing  a  banker  if  he  might  be 
wrong  with  a  bad  business  decision,  by  simple  negligence,  still  will 
not  stop  a  lending  practice  where  a  number  of  people  perceive  the 
future  different  than  it  turns  out  to  be.  By  the  time  they  are  aware 
of  the  problem,  they  are  too  late  to  stop  it. 

But  let's  take  a  brief  historical  perspective  on  the  timing  of 
FIRREA.  In  1981,  the  Congress  passed  some  legislation  signed  by 
the  President,  creating  real  estate  as  the  only  remaining  tax  deduc- 
tion of  any  great  value.  In  1986,  after  5  years  of  a  superheated 
economy,  the  real  estate  benefit  was  taken  away.  At  that  point  in 
time,  there  were  numerous  projects,  2  or  3  years  worth,  still  in  the 
pipeline.  So  by  1989,  the  new  ones  stopped  and  lenders  and  the 
rest  of  us  perceived  there  was  a  real  estate  recession  coming, 
whether  or  not  there  was  a  nonreal  estate  recession  to  join  it. 

Bankers  stopped  making  new  real  estate  loans.  Appraisers  be- 
came very  concerned  about  values.  Lawyers  finished  closing  deals 
and  started  doing  workouts.  Banks,  particularly  in  New  England, 
suffered  the  experience  of  banks  in  Texas.  California  hadn  t  yet. 
And  FIRREA  was  enacted,  far  after  it  was  needed — if  it  was  ever 
needed — to  do  something  which  was  no  longer  going  to  happen,  i.e., 
no  new  real  estate  lending  excesses.  The  bankers  and  Wall  Street, 
their  shareholders,  their  directors,  their  customers,  were  not  going 
to  see  a  repeat  of  an  episode  of  the  prior  decade,  and  had  already 
ceased  the  kinds  of  behavior  that  we  are  most  concerned  about. 
FIRREA  enacted  a  series  of  mandatory  requirements,  requiring  a 
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huge  increase  in  the  number  of  appraisers  at  a  time  when  there 
wasn't  a  huge  increase  in  the  number  of  appraisers  available — 
hence,  an  enormous  difficulty  in  getting  an  appraisal  on  a  timely 
basis.  Six  weeks  would  be  quick,  12  weeks  being  fairly  typical,  and 
if  you  do  something  that  is  important  and  necessary  to  do  a  trans- 
action under  time  pressure,  you  might  even  make  errors. 

So  we  then  launched  into  a  2-year  period  where  appraisers  scur- 
ried to  try  to  make  deals  work  if  they  could.  People  evaluated  with 
great  deliberation  whether  values  would  hold  in  an  uncertain  mar- 
ketplace. People  incurred  costs  and,  nonetheless,  additional  bad 
transactions  went  forward  because  no  one  foresaw  how  bad  the 
market  would  be,  particularly  in  California;  but  FIRREA  can't  stop 
that. 

Now  we  are  in  a  position  where,  through  a  series  of  legal  man- 
dates, we  must  do  appraising  even  where  it  is  not  the  real  estate 
value  that  will  pay  back  the  loan,  but  rather  the  credit  of  the  single 
occupant,  the  credit  of  a  business,  the  credit  of  the  tenant,  such  as 
the  Grovemment,  or  a  variety  of  other  features  other  than  the  value 
of  the  real  estate  asset  being  produced. 

We  now  have  a  regulatory  requirement  which  was  not  necessary 
to  stop  an  abuse,  which  requires  a  known  and  certain  cost  in  prac- 
tically every  transaction,  regardless  of  whether  the  real  estate 
value  is  material  to  the  credit  being  repaid.  So,  as  lawyers,  we  are 
called  upon  to  structure  transactions  as  best  we  can  to,  for  exam- 
ple, avoid  taking  real  estate  as  collateral.  In  a  transaction  where 
the  real  estate  would  be  additional,  useful  collateral  to  have,  we 
avoid  taking  it  to  rely  entirely  on  the  credit  of  the  borrower,  thus 
avoiding  the  FIRREA  requirement.  We  save  time,  3  or  4  months. 

To  get  an  appraisal  in  a  complex  corporate  transaction  is  ineffi- 
cient, ineffective,  time  consuming,  and  expensive.  When  people 
work  in  the  private  business  world,  rapidly  time  is  money.  You 
cannot  afford  to  take  the  time  to  do  it  right,  you  can't  get  that 
much  value  from  the  report  anyway;  and  in  a  lot  of  cases,  it  is  sim- 
ply better  to  do  without  in  order  to  make  the  credit  in  the  trans- 
action work. 

FIRREA  does  not  accomplish  its  intended  purpose  in  that  case, 
obviously.  Nonetheless,  the  letter  of  the  law  is  followed. 

In  addition,  there  are  plenty  of  cases  where  the  real  estate  ap- 
praiser is  called  upon  to  do  an  utterly  impossible  job.  The  appraiser 
is  called  upon  to  pick  a  scientific,  finite  value  of  a  piece  of  real  es- 
tate several  years  in  the  future,  which  is  a  simply  impossible  task. 
Appraisers  follow  a  not-too-well-defined  science  or  art  of  describing 
what  has  gone  on  in  the  past  and  projecting  it  out  to  the  future — 
at  best,  a  very  uncertain  process — and  yet,  their  final  answer 
comes  out  as  a  certain  number. 

Well,  given  the  liability  of  individuals  who  misperform  with 
banks  and  other  institutions,  appraisers  have  become  just  as  con- 
cerned as  bankers.  So  when  faced  with  a  range  of  choices  or  range 
of  values,  an  uncertainty  in  the  appraisal  process,  the  appraisers 
choose  the  most  conservative  answer,  one  that  could  never  be  too 
high.  So  if  you  take  a  difficult  and  time-consuming  process  and  im- 
pose it  on  transactions  and  come  out  with  the  lowest  possible  an- 
swer, a  lot  of  things  don't  work. 
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And  so  some  legitimate  real  estate  transactions  do  not  work  in 
the  context  where  they  otherwise  might  have  worked,  had  FIRREA 
not  been  there,  when  lenders  aren't  all  that  eager  to  lend  money — 
in  fact,  very  averse  to — ^but  nonetheless  they  almost  can't.  And  I 
would  like  to  give  you  a  few  examples  of  what  I  have  in  mind. 

I  am  aware  of  a  small  company  in  southern  California  that  would 
like  to  expand  its  plant  and  build  more  widgets  of  some  kind  and 
sell  them  in  the  marketplace.  They  have  a  good,  sound  business 
plan.  They  believe  that  they  can  justify  the  credit.  It  appears  to  be 
a  good  business.  If  they  buy  the  plant  and  control  it  and  build  it 
for  themselves,  they  will  be  the  only  user  of  it,  but  then  it  will  be 
a  real  estate  loan  that  they  are  seeking  from  their  bank.  So  the 
real  estate  loem  will  be  very  difficult  to  get,  because  it  will  take 
extra  time,  it  will  cost  additional  money  to  get  it  done;  and  there- 
fore all  market  indications  point  to  them  leasing  the  space  rather 
than  buying  it.  But  if  they  leased  it,  they  would  have  to  pay  some- 
one else  profit  for  the  space  and  it  costs  them  far  more  for  the 
space. 

They  are  currently  in  the  business  of  seeking  a  real  estate  loan 
for  their  proposed  expansion  of  their  project.  Realistically,  no  bank 
can  make  them  a  loan  because  banks  have  to  shed  assets  because 
of  the  capital  adequacy  requirements,  and  bsmks  are  fearful  of 
making  new  real  estate  loans  at  all,  because  they  don't  want  to  add 
more  real  estate  loans  to  the  burdened  portfolio.  And,  therefore, 
that  effect  in  southern  California,  trying  to  find  a  $2  million  loan 
for  a  $4  million  plant,  is  a  near  impossibilitv.  Banks  are  simpW  un- 
willing to  proviae  it  because  it  is  tainted  by  real  estate,  and  this 
is  for  a  business  whose  future  business  would  appear  to  justify  the 
making  of  such  a  loan  and  the  ability  to  repay  it  based  upon  future 
profits. 

What  does  the  business  choose  to  do?  It  chooses  to  forgo  the  po- 
tential of  additional  business  and  hire  fewer  people  or  not  increase 
its  hiring  as  much,  take  less  risk;  and  the  bankers,  of  course,  end 
up  with  no  loan,  which  is  just  fine  with  them  because  a  lot  of  them 
are  trying  to  shrink  assets,  not  increase  them.  So  you  end  up  in 
the  situation  where  a  good,  sound  business,  that  otherwise  appears 
to  be  creditworthy  in  every  respect,  literally  doesn't  find  money. 
That  is  a  credit  crunch,  whatever  term  you  want  to  use. 

Another  example  I  would  like  to  give  you  is  in  a  situation  where 
we  have  a  series  of  retail  stores,  grocery  stores,  which  would  like 
again  to  expand,  or  expand  and/or  acquire  another  business  that 
has  grocery  stores.  If  they  do  an  entire  stock  transaction  for  busi- 
ness purposes,  they  can  accomplish  the  corporate  transaction  with- 
out directly  transferring  the  real  estate.  They  merely  buy  the  com- 
pany. But  doing  a  stock  transaction  for  tax  reasons,  since  we 
changed  rules  about  acquisitions,  is  difficult  and  undesirable  be- 
cause you  in  many  cases  have  to  inherit  the  tax  liability  of  the 
party  you  are  buying  from.  So  it  is  not  always  a  desirable  struc- 
ture. 

So,  instead,  they  would  like  to  buy  assets,  but  if  they  buy  assets, 
they  need  to  get  real  estate-related  financing  instead  of  company 
related  financing.  As  soon  as  it  is  real  estate  secured,  the  price 
goes  up,  so  there  will  be  additional  time  to  get  the  transaction 
done,  additional  appraisals,  and  if  the  appraisal  on  it  looks  poor, 
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it  will  reduce  the  amount  of  money  available  for  the  transaction, 
not  make  it  work. 

I  cite  these  as  examples  not  because  thev  show  that  in  no  cases 
can  any  qualified  borrower  obtain  funds  tot  any  real  estate  pur- 
pose, but  rather  that  FIRREA,  in  the  terms  it  requires,  will  not  ad- 
vance the  banking  system's  desire  to  provide  flexible  and  reason- 
able credit  to  prudent  borrowers  and  prudent  lenders. 

It  is  my  observation  that  a  couple  of  the  changes  that  the  Con- 
gress might  consider  to  FIRREA,  without  wholesale  junking  it, 
would  be  in  reviewing  it  to  notice  the  difference  between  the  word 
"shall"  and  the  word  "may"  in  the  requirements,  to  say  to  parties 
to  a  transaction  and  to  lenders  and  the  regulators,  where  there  is 
no  net  cash  invested  in  a  real  estate  transaction,  where  it  is  a  zero 
cash  investment,  all-lending  transaction,  certain  rules  shall  apply; 
where  there  are  some  minimum  cash  investments,  certain  rules 
may  apply;  and  when  there  is  the  good  faith  business  judgment  of 
the  lending  institution,  the  lender  will  decide  what  should  apply, 
rather  than  either  the  regulator  or  a  legislature. 

The  second  suggestion  I  would  make  is  that  when  defining  what 
is  a  real  estate-related  loan  that  does  require  an  appraisal  in  the 
first  place,  if  the  Congress  should  decide  that  appraisals  should  be 
required  as  an  additional  check  on  independent  information  for  a 
lender,  I  would  recommend  that  the  idea  of  what  a  real  estate  loan 
is  be  redefined  into  one  that  is  exclusively  or  primarily  based  upon 
the  real  estate  value  as  the  source  of  repayment  and  not  inciden- 
tally as  collateral,  not  as  part  of  a  corporate  acquisition  which  is 
otherwise  justified  by  the  economics,  not  if  there  is  credit  outside 
of  the  real  estate  value  from  the  cash-flow  of  a  business,  that  the 
full  requirement  of  independent  appraisals  probably  is  not  worth 
the  bargain. 

Thank  you. 

Mr.  Spratt.  Thank  you  very  much. 

Mr.  Cox. 

Mr.  Cox.  Thank  you  very  much,  Mr.  Chairman. 

That  was  especially  helpful  testimony  and  certainly  worth  the 
wait.  I  hope  it  was  also,  for  you,  worth  the  wait  to  provide  it  to 
us. 

I  wonder  if  I  might  try  and  synthesize  my  questions  into  treating 
both  of  your  testimonies,  because  obviously  you  are  talking  about, 
overall,  the  same  phenomenon.  On  March  5  of  this  year,  I  wrote 
a  letter  to  Secretary  Bentsen — in  fact,  I  was  able  to  hand  it  to  him 
personally  when  he  was  testifying  before  us  in  the  Budget  Commit- 
tee, of  which  I  am  a  member — and  I  included  in  my  recommenda- 
tions in  that  letter  a  specific  recommendation  that  the  Treasury 
push  regulations  that  provide  for  different  standards  where  the 
borrower  has  made  a  cash  investment  in  a  real  estate  transaction, 
say  5  or  10  percent. 

In  addition  to  that,  I  also  recommended  a  few  other  things:  Em- 
ployment of  the  "safe  harbor"  concept  in  regulations,  a  requirement 
that  there  be  prior  administrative  review  at  the  top  of  any  restric- 
tive determinations  by  the  field  auditors  and  the  people  at  the  bot- 
tom. I  suggested  that  our  regulations  direct  appraisers  to  have  a 
best-case,  worst-case,  and  middle-ground  scenario,  so  we  can  deal 
with  this  problem  that  Mr.  Hamsberger  mentioned  of  overly  sci- 
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entific  focus  on  that  final  number  when  the  process  that  led  to  it 
is  so  unscientific.  And  I  suggested  that  there  be  special  rules  for 
loans  extended  on  existing  projects  in  the  work-out  scenario. 

I  have  not  heard  back  from  Secretary  Bentsen  on  any  of  these 
issues.  I  hope  that  we  hear  soon,  because,  quite  frankly,  I  directed 
some  of  those  same  recommendations  to  the  Bush  administration 
and  never  heard  back  except  to  say,  thanks  for  your  comment,  dur- 
ing all  of  those  years. 

Mr.  Shays.  You  encountered  that,  too? 

Mr.  Cox.  Yes.  In  fact,  many  of  us  here  on  the  panel  encountered 
that.  We  have  been  hearing  a  great  deal  from  both  President  Clin- 
ton and  from  the  administration  that  preceded  him  about  what  we 
are  going  to  do,  and  yet  we  haven't  yet  achieved  the  result. 

I  wonder  if  we  could  just  address  these  recommendations,  be- 
cause they  go  to  capital  requirements,  they  go  to  business  judg- 
ment, they  go  to  appraisals  in  general.  So,  in  whatever  order  you 
would  like,  for  the  record,  precisely  what  can  be  done  by  regula- 
tion— even  short  of  law,  short  of  Congress  passing  a  new  statute 
to  alleviate  the  credit  crunch?. 

When  Mr.  Altman  was  here  testifying  before  this  subcommittee 
on  behalf  of  the  Treasury  Department,  I  specifically  suggested  to 
him  that  they  employ  the  safe  harbor  concept,  and  he  said  what 
is  that?  So  I  wonder  if  I  might  just  begin  bv  asking  you  how  that 
concept,  which  we  use  both  in  the  tax  smd  the  securities  realm, 
might  be  used  by  regulators  who  want  to  encourage  lending  rather 
than  restrict  it. 

Mr.  PuLEO.  Well,  Congressman  Cox,  needless  to  say,  I  support 
those  recommendations.  And  I  think  that,  to  me,  the  rock  bottom 
point  on  it  is  to  put  some  flexibility  back  into  the  regulatory  proc- 
ess, so  that  the  bankers  are  in  an  environment  where  they  are  en- 
couraged to  exercise  good,  sound  business  judgment.  And  there,  as 
you  have  suggested,  either  safe  harbors  or  as  part  of  the  appraisal 
process  ranges,  rather  than  focus  on  a  specific,  single  appraisal 
number  and  a  loan-to-value  ratio,  again  to  provide  bankers  with 
the  flexibility  to  have  business  judgement  operate. 

I  think,  for  example,  of  a  particular  loan  that  I  was  involved  in, 
involving  a  fast  food  chain  where  there  were  a  myriad  of  postage 
stamp-sized  pieces  of  real  estate  which  the  lenders  wanted  as  col- 
lateral. The  lenders  wanted  that  collateral  not  because  it  rep- 
resented valuable  real  estate.  It  represented  the  distribution  net- 
work through  which  the  product  would  flow.  They  didn't  want  that 
to  become  encumbered  in  any  other  way. 

That  was  an  exercise  of  sound  business  judgment.  It  happened 
to  result  in  a  lien  on  real  estate  and  therefore  put  them  into  the 
appraisal  requirements.  It  was  totally  uneconomic  to  have  apprais- 
als on  every  single  one  of  these  little  postage  stamp-sized  pieces  of 
real  estate  that  represented  the  distribution  network;  and  the  point 
of  the  lien  wasn't  value,  the  point  of  it  was  to  assure  that  that  net- 
work would  remain  unencumbered  and  viable  for  the  purposes  of 
having  the  business  remain  viable. 

That  is  exactly  the  sort  of  thing  where  I  think  the  safe  harbor 
that  you  are  referring  to  would  be  valuable,  because  that  wouldn't 
be  defined  as  a  real  estate-related  loan  under  a  properly  structured 
regulation.  So  I  think  each  of  the  points  you  have  made  would  be 
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very  useful  in  the  FIRREA-FDICIA  context.  And  I  think  you  can 
look  to  areas  besides  the  real  estate  appraisal  area. 

For  example,  in  section  132  of  FDICIA,  the  regulatory  agencies 
are  required  to  prescribe  standards  for  safety  and  soundness  on 
such  day-to-day  management  items  as  internal  controls,  informa- 
tion systems,  mternal  audit  systems,  loan  documentation,  credit 
underwriting  standards,  and  interest  rate  exposure.  The  idea  of 
having  re|^Tators  get  into,  in  effect,  the  management  of  the  banks 
by  providing  standards  in  those  areas  just  isn't,  to  me,  sensible. 
And  I  think  the  regulators  recognize  that. 

I  think  they  have  tried  to  respond  by  not  being  specific  in  those 
standards,  but  instead  by  outlining  tne  policies  that  they  expect 
the  bankers  to  follow.  And  I  think  that  is  an  illustration  of  a  situa- 
tion where  regulators  are  doing  the  best  they  can  to  follow  the  idea 
that  you  have  suggested  in  your  letter,  but  they  are  terribly 
hemmed  in  by  an  overly  restrictive  statute. 

Mr.  Cox.  Mr.  Harnsberger. 

Mr.  Harnsberger.  I  would  add  that  CERCLA,  the  Comprehen- 
sive Environmental  Response,  Compensation,  and  Liability  Act, 
also  casts  an  overhang  over  real  estate  lending,  in  particular,  in 
ways  that  were  probably  not  intended.  And  the  definition  of  re- 
sponsible parties  is  so  broad  that  when  I  work  on  a  loan  workout, 
as  I  do  with  some  of  my  lender  clients,  it  tends  to  overwhelm  the 
question  whether  the  borrower  can  repay  the  loan,  which  we  have 
already  assumed  probably  isn't  the  case.  And  the  lender  studies  at 
great  len^h  whether  the  lender  can  afford  to  take  the  great  risk 
of  reacqmring  the  property  because  of  the  specter  of  not  being  able 
to  sell  it  fast  enough  to  get  out  from  under  liability  and  ending  up 
with  a  huge  contingent  liability  for  environmental  cleanup  on  a 
piece  of  property  where  it  never  at  any  time  had  ever  acted  in  a 
way  that  would  nold  it  culpable  for  what  is  on  the  property. 

Mr.  Cox.  I  should  add  that  I  have  sponsored  legislation — I  think 
a  number  of  members  of  this  panel  have  as  well — to  eliminate  that 
kind  of  lender  liability.  What  we  are  talking  about  is  a  lender  that 
unintentionally  comes  into  the  chain  of  title  because  of  foreclosure 
or  some  other  proceeding  after  the  home  goes  into  default.  There 
is  no  reason  in  the  world  to  deter  people  from  lending  on  real  es- 
tate when  they  are  not  owners  and  lenders,  and  I  think  that  cer- 
tainly tends  to  do  so. 

I  fully  support  that  proposal  for  reform  that  you  are  talking 
about,  and  I  think  other  members  of  the  panel  do  as  well.  We  have 
a  difficult  time,  however,  convincing  people  that  this  is  actually 
good  for  the  environment,  will  provide  liquidity  in  the  system,  and 
permit  people  who  have  some  money  to  actually  acquire  the  prop- 
erty and  clean  it  up,  if  need  be. 

I  wonder  if  you  just  might  comment  on — although  we  are  here 
to  talk  about  the  credit  crunch,  we  can't  solve  this  problem  unless 
we  can  solve  the  environmental  concern — what  is  the  up  side  for 
the  environment  if  we  get  rid  of  this  kind  of  lender  liability? 

Mr.  Harnsberger.  Well,  the  up  side  for  the  environment  is  that 
the  parties  who  were  responsible  for  placing  the  contamination 
there  are  still  responsible;  and  if  they  can  be  found  and  held  to  ac- 
coimt,  they  can  be  required  to  pay.  But  the  lender  who  made  a  loan 
to  facilitate  some  other  purpose  unrelated  to  the  contamination 
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being  placed  there,  if  the  lender  is  swayed  against  making  such  a 
loan  or  acting  on  it  after,  then  you  have  a  property  that  is  in  limbo 
perpetually. 

I  might  add,  there  are  a  number  of  improvement  structures  in 
this  country  that  have  asbestos  which  is  not  old  enough  to  be  dan- 
gerous but  is  still  there;  and  it  was  there  at  the  time  that  that  was 
a  common  practice — 10,  20  years  ago.  And  those  properties  are  also 
going  to  end  up  in  limbo. 

But  the  reason  I  mention  it.  Congressman  Cox,  is  that  the 
CERCLA  liability  is  a  liability  potential  where  the  downside  is  so 
out  of  proportion  to  the  up  side,  that  a  lender  is  told,  you  are  going 
to  make  7-  or  8-  or  9-percent  interest  for  making  a  loan  and  you 
might  pay  $50  million  if  certain  things  happen  in  the  future,  it 
maybe  tends  to  diminish  your  ardor  to  make  the  loan.  And  given 
that  and  given  the  fact  that  we  don't  have  "safe  harbors"  in  the  en- 
vironmental area,  a  term  that  you  used,  and  given  that  we  do  not 
have  safe  harbors  in — and  in  fact  we  have  cases  where  the  regu- 
lators sought  to  impose  a  standard  much  more  difficult,  much  more 
problematic  for  bankers  than  gross  negligence  or  bad  faith,  we 
have  ended  up  in  a  situation  where  there  are  a  number  of  disincen- 
tives which,  added  together,  create  a  heck  of  a  disincentive. 

So  CERCLA  is — the  environmental  question  you  asked,  I  have  no 
desire  to  see  the  environment  additionally  damaged.  The  question 
is,  who  is  responsible  for  what  was  already  there,  and  the  lender 
didn't  put  it  there  and  had  no  responsibility,  knowingly,  at  the 
time.  And  if  there  is  a  decision  in  this  country  that  the  lenders 
should  and  could  be  held  accountable  and  left  up  in  the  air — it  is 
uncertain — then  the  lenders  will  be  very  uncertain  about  making 
loans  on  properties  that  have  the  remotest  risks;  which  tends  to  di- 
minish the  ability  of  properties  being  put  into  the  stream  of  com- 
merce and  the  ability  of  people  to  buy  them  and  solve  the  prob- 
lems. 

Mr.  Cox.  That  is  very  helpful,  both  for  our  purposes  and  for  the 
record. 

Something  that  Mr.  Puleo  said  in  his  testimony  and  in  his  formal 
remarks,  I  think  deserves  repeating — so  much  so  that  I  actually 
want  to  read  it,  make  sure  I  get  it  exactly  right.  You  said,  Mr. 
Puleo,  it  is  difficult  for  banks  to  earn  a  competitive  return  merely 
by  collecting  deposits  and  lending  them  out  to  commercial  borrow- 
ers. 

If  I  can  shorten  that  a  little  bit,  what  you  are  saying  is,  it  is  very 
difficult  for  banks  to  make  money  by  taking  deposits  and  lending 
it.  Is  that  what  regulation  has  made  of  this  system,  that  we  cannot 
make  money  the  old  fashioned  way,  we  have  got  to  get  very  fancy 
with  securitization  and  so  on?  Is  there  anything  that  we  can  do  to 
fix  that  problem?  And  why  is  it  that  banks  can't  make  money  by 
taking  deposits  and  lending  them? 

Mr.  Puleo.  Well,  I  think  that  there  are  a  number  of  factors.  Con- 
gressman Cox.  Certainly,  the  regulatory  burden  that  a  number  of 
your  witnesses  today  have  described  in  terms — particularly  of  the 
cost  element  of  it,  is  a  major  contributor  to  that  profitability  prob- 
lem. I  think  there  are  other  contributing  factors  having  to  do  with 
the  disintermediation  of  banks  themselves,  the  ability  of  many  of 
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their  customers  to  go  directly  to  the  capital  markets;  and  this  has 
had  an  effect  on  bank  profitability  as  well. 

Other  sorts  of  market  structural  factors,  I  think,  are  at  work 
here  in  addition  to  the  cost  of  regulation.  In  its  broadest  sense,  it 
goes  to  the  question  of  the  value  of  a  banking  charter  today  as  com- 
pared to  pursuing  some  of  the  same  activities  which  can  be  pur- 
sued without  a  banking  charter.  One  of  your  earlier  witnesses  re- 
ferred to  the  difficulty  of  competing  in  certain  lines  of  business 
with  unregulated  financial  intermediaries  or  financial  service  pro- 
viders. That  structural  problem  is  also  at  work  here. 

There  are  a  number  of  structural  changes  which  have  been  rec- 
ommended by  bankers  which  were  considered  and  favorably  rec- 
ommended in  the  original  Treasury  report,  which  I  think  led  in 
part  to  the  FDICIA  legislation  and  the  Treasury  reform  bill,  which 
didn't  really  end  up  being  passed  in  its  original  recommended  form. 
I  am  referring  to  things  like  interstate  banking — interstate  branch- 
ing, to  be  more  specific — and  to  additional  powers  for  banks  in 
areas  which  are  very  closely  related  to  mainstream,  commercial, 
and  wholesale  banking,  such  as  the  ability  to  operate  on  a  level 
playing  field  in  the  securities  world. 

I  think  all  of  those  factors  are  contributors  to  that  conclusion. 

Mr.  Cox.  Well,  the  great  irony  is  that  you  mention  some  of  the 
largest  borrowers,  potentially  good  customers  of  the  commercial 
banks,  who  have  direct  access  to  the  capital  markets.  That  causes, 
as  you  say,  disintermediation.  That  would  suggest,  as  a  business 
plan  for  commercial  banks,  that  they  concentrate  even  more  efforts 
on  smaller  borrowers  and  try  to  make  it  up  on  volume.  And  yet 
what  we  have  heard  in  all  the  testimony  today,  in  particular  Ms. 
Consuelo  Pope,  that  small  business  is  not  getting  the  loans  that 
they  deserve  because  basically  the  paperwork  required  to  document 
a  small  loan  is  the  same  paperwork  required  to  document  a  big 
loan.  And  so  banks  are  not  in  the  business  that  we  wish  that  they 
were  in,  which  is  to  take  deposits  and  make  loans,  and  we  have 
got  to  do  other  things. 

Well,  perhaps  this  hearing  will  lead  to  some  reforms  in  that  area. 

I  wonder  if  I  could  address  a  final  question  to  Tom  Hamsberger 
and  ask  your  legal  advice  to  the  extent  that  your  practice  has  made 
you  familiar  with  this.  How  much  reform  can  we  do  in  the  ap- 
praisal area  to  rectify  some  of  the  problems  receipted  by  FIRREA, 
through  regulation;  how  much  can  Treasury  Secretary  Bentsen,  the 
Comptroller  of  the  Currency,  the  other  regulators,  the  FDIC  and  so 
on,  do  to  solve  this  problem  without  having  to  go  back  to  Congress 
and  change  the  law?  Can  we  do  it  through  safe  harbors,  for  exam- 
ple; can  we  do  it  through  a  spread  with  best-case,  worst-case,  inter- 
mediate appraisal,  or  some  other  device? 

Mr.  Harnsberger.  I  think  there  is  some  latitude  to  accomplish 
it  by  regulation,  but  in  a  case  where  Congress  has  previously  said 
"shall,"  I  am  not  sure  that  the  administration  would  be  within  its 
prerogative  in  saying  "shall  not,"  or  "shall  means  may."  So  I  think 
that  some  of  it,  technically,  if  I  went  back  and  looked  at  FIRREA 
line  by  line,  there  are  probably  several  words  in  there  that  would 
have  to  change  in  order  to  change  some  of  the  full  gamut  of  what 
you  probably  desire  to  change.  If  you  decided  to  correct  the  defini- 
tion, for  example,  of  what  is  a  real  estate  loan,  it  is  in  there  and 
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it  is  not  a  regulation.  So  I  think  that  you  would  actually  have  to 
address  it  by  legislation. 

A  great  degree  of  what  the  regulators  are  intended  to  do  with  the 
results  of  their  examinations  can  be  done  by  regulation,  but  not 
solely.  And  I  might  add  that  while  I  offer  the  historical  perspective 
that  FIRREA  was  enacted  after  the  horse  was  already  out  of  the 
bam,  that  nonetheless  the  benefits  of  FIRREA,  such  as  the  benefits 
of  additional  information,  independent  information,  where  avail- 
able, certainly  are  very  important  to  people  who  are  in  the  lending 
business  who  didn't  have  enough  information. 

But  it  is  my  sincere  belief  that  most  lenders,  certainly  most  of 
the  ones  I  work  with,  do  have  enough  information  about  value  and 
don't  need  an  independent  appraisal,  and  they  also  have  a  sincere 
and  devoted  desire  to  abide  by  the  law,  to  listen  carefully  to  the 
legislative  and  regulatory  pronouncements,  and  to  do  what  is  re- 
quired. 

I  think  a  lot  could  be  accomplished  by  regulation  exhortation  in 
that  regard,  because  if  the  rules  said  much  more  clearly  or  the 
statements,  in  writing,  said  much  more  clearly  when  you  have  ex- 
ercised your  good  faith  to  do  X,  Y,  Z,  then  are  you  in  safe  harbor, 
I  think  people  would  hear  it,  they  would  hear  it  like  thunder.  At 
the  same  time,  I  don't  think  that  all  that  would  be  lawful  without 
some  congressional  action. 

Mr.  Cox.  I  thgmk  you  both,  and  I  will  yield  to  my  colleagues  for 
further  questions. 

Mr.  Spratt.  Mr.  Zeliflf,  can  we  just  try  to  take  about  one  question 
apiece  and  wrap  it  up,  in  your  interest  and  ours,  too,  so  we  can 
bring  this  to  a  conclusion? 

Mr.  Zeliff.  I  will  just  say  that  in  the  interest  of  time,  Mr.  Chair- 
man, Mr.  Cox  has  covered  the  ground  very  adequately.  I  think  the 
testimony  has  been  outstanding. 

Mr.  Spratt.  Mr.  Shays. 

Mr.  Rush. 

Mr.  Rush.  Mr.  Chairman,  I  just  have  one  question. 

Mr.  Puleo,  in  terms  of  securitization,  what  impact  would  that 
have  on  consumers?  Does  securitization  require  that  there  be  high- 
er service  fees,  that  banks  would  begin  to  depend  more  on  the  serv- 
ice fees  as  opposed  to  interest  income? 

Mr.  Puleo.  I  think  that  from  the  point  of  view  of  a  bank,  the 
consequence  is  that  the  bank  would  receive  servicing  fees  rather 
than  net  interest  margin.  But  from  the  point  of  view  of  the 
consumer,  I  think  securitization,  properly  done,  should  be  bene- 
ficial, because  it  really  represents  a  more  efficient  way  to  finance 
the  carrying  of  the  consumer  receivables.  Whether  they  are  mort- 
gages, credit  card  receivables,  automobile  loans,  the  objective  of  the 
securitization  is  to  provide  a  source  of  financing  off  of  the  bank's 
balance  sheet,  away  fi-om  the  bank's  balance  sheet,  which  is  actu- 
ally a  cheaper  source  of  funds.  And  if  the  market  is  working  with 
efficiency,  that  should  be  reflected  back  to  the  consumer,  as  well 
as  giving  the  bank  the  advantage  of  being  able  to  be  paid  for  the 
servicing  that  it  is  doing,  a  fair  compensation  and  continuing  to 
earn  some  money  fi^om  the  assets  it  originated  without  its  having 
to  incur  the  expense  of  financing  those  assets. 
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Mr.  Spratt.  Interestingly  enough,  I  would  agree  with  you,  but 
our  witnesses  have  tended  to  take  a  contrary  view.  You  heard  a 
couple  of  witnesses  just  before  you  who  took  tne  attitude  that  if  we 
pass  VISLDA  SUE  and  institutionalize  the  securitization  of  com- 
mercial loans,  and  we  also  tend  to  make  our  commercial  banks 
think  in  cookie  cutter  terms — can  I  fit  this  particular  small  busi- 
ness loan  into  the  package  that  will  be  required,  the  standardized 
terms  that  will  be  required,  so  that  I  can  sell  it  in  the  secondary 
markets — that  will  kind  of  straight  jacket  their  attitudes  about 
small  loan  applications  or  commercial  applications. 

Mr.  PULEO.  Chairman  Spratt,  I  think  there  is  that  risk.  But  I 
think  that  there  are  benefits  there  as  well,  and  it  is  a  matter 
again,  it  seems  to  me,  of  pursuing  the  subject  matter  with  some 
balance.  Particularly  alleviation  of  some  of  the  capital  require- 
ments associated  with  securitization,  to  make  those  requirements 
more  proportionate  to  the  risks  that  are  being  incurred  by  the  sell- 
ing institutions,  would  be  beneficial;  and  that  certainly  doesn't  run 
the  risk  of  the  standardization  that  the  other  witnesses,  I  think, 
were  properly  concerned  about. 

Mr.  Harnsberger.  I  might  add,  Chairman  Spratt,  that  if  a  larg- 
er amount  of  money  available  for  a  particular  purpose  doesn't  di- 
minish the  price  of  the  money,  that  the  normal  laws  of  economics 
wouldn't  apply  and  that  anyone  who  would  be  averse,  that  would 
be  concerned  as  a  lender  of  the  standardization,  probably  wouldn't 
be  making  a  loan  in  the  first  place. 

Mr.  Spratt.  Thank  you  very  much  for  your  testimony.  It  has 
been  extremely  helpful;  and  we  appreciate  also,  as  I  said  earlier, 
your  patience  and  forbearance  in  waiting  to  testify  last.  Thank  you. 

[Whereupon,  at  5:55  p.m.,  the  subcommittee  adjourned,  to  recon- 
vene subject  to  the  call  of  the  Chair.] 
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Appendix  1. — Federal  Regulatory  Agency  Releases 

Ofllce  of  the  Comptroller  of  the  Currency 

Joint  Release  Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 

Ofilce  of  Thrift  Supervision 

Interagency  Policy  Statement  on 
Credit  Availability 

March  10,  1993 

The  four  federal  regulators  of  banks  and  thrifts  —  the  Office  of  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the 
Federal  Reserve  System,  and  the  Office  of  Thrift  Supervision  —  today  announced  a 
program  directed  at  dealing  with  problems  of  credit  availability,  especially  for  small  and 
medium-sized  businesses. 

The  program  will  focus  on  the  five  areas  in  which  the  agencies  will  take  action  designed 
to  alleviate  the  apparent  reluctance  by  banks  and  thrifts  to  lend.   Those  areas  are: 

Lending  to  Small-  and  Medium-sized  Businesses 

Real  Estate  Lending  and  Appraisals 

Appeals  of  Examination  Decisions  and  Complaint  Handling 

Examination  Processes  and  Procedures  ^ 

Paperwork  and  Regulatory  Burden. 

The  agencies  intend  to  complete  virtually  all  of  the  changes  proposed  in  the  program 
within  the  next  few  months.  As  the  specifics  of  any  change  are  finalized,  that  change  will 
be  made  and  published  while  details  of  other  changes  are  in  the  process  of  being 
finalized. 

A  complete  statement  about  the  actions  the  agencies  have  planned  is  attached  The 
statement  reaffirms  the  agencies'  belief  that  it  is  in  the  interest  of  lenders,  borrowers  and 
the  general  public  that  creditworthy  borrowers  have  access  to  credit. 

This  policy  statement  will  be  distributed  to  all  federally  examined  banks  and  thrifts 
and  to  all  regulatory  agency  offices  and  examiners. 
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Office  of  the  Comptroller  of  the  Currency 
Federal  Deposit  Insurance  Corporation 
Federal  Reserve  Board 
Office  of  Thrift  Supervision 


Interagency  Policy  Statement  on 
Credit  Availability 

March  10,  1993 


Problems  with  the  availability  of  credit  over  the  last  few  years  have  been  especially 
significant  for  small-  and  medium-sized  businesses  and  farms.  This  reluctance  to  lend 
may  be  attributed  to  many  factors,  including  general  trends  in  the  economy;  a  desire  by 
both  borrowing  and  lending  institutions  to  improve  their  balance  sheets;  the  adoption  of 
more  rigorous  underwriting  standards  after  the  losses  associated  with  some  laxities  in  the 
1980s;  the  relative  attractiveness  of  other  types  of  investments;  the  impact  of  higher 
capital  requirements,  supervisory  policies,  and  examination  practices;  and  the  increase  in 
regulation  mandated  by  recent  legislation  —  specifically,  the  Financial  Institutions  Reform 
Recovery  and  Enforcement  Act  (FIRREA)  and  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  (FDICIA). 

The  four  federal  regulators  of  banks  and  thrifts  —  the  Office  of  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the 
Federal  Reserve  System,  and  the  Office  of  Thrift  Supervision  —  recognize  that  in  the  last 
several  years  the  buildtip  of  certain  regulations  and  practices  has  become  overly 
burdensome.  Indeed,  those  regulations  and  practices  may  have,  in  some  cases,  stifled 
lending,  particularly  to  small-  and  medium-sized  businesses  that  met  prudent  underwriting 
standards. 

It  is  in  the  interest  of  lenders,  borrowers,  and  the  general  public  that  creditworthy  loans 
be  made.  Since  economic  growth,  especially  job  growth,  is  fiieled  primarily  by  small- 
and  medium-sized  businesses,  credit  availability  to  those  borrowers  is  especially 
important  Accordingly,  the  agencies  are  working  on  the  details  of  a  new  program  to  help 
ensure  that  regulatory  policies  and  practices  do  not  needlessly  stand  in  the  way  of  lending. 
Loans  to  creditworthy  borrowers  should  be  made  wiienever  possible,  as  long  as  they  are 
fiilly  consistent  with  safe  and  sound  banking  practices. 
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Background 

The  new  program  is  one  aspect  of  an  overall  effort  by  the  agencies  to  evaluate  carefiilly 
and  react  appropriately  to  risk  in  the  United  States  financial  services  industry.  That 
overall  effort  envisions  substantial  oversight,  in  some  cases  more  than  we  have  now,  in 
areas  that  pose  greater  risk  to  the  system.  By  the  same  token,  regulatory  burden  will  be 
reduced  where  risk  is  low,  especially  for  strong,  well-managed  banks  and  thrifts.  This 
program  is  also  part  of  a  broader  effort  to  ensure  equal  credit  opportunity  for  all 
Americans  and  to  make  credit  and  other  financial  services  available  to  low-  and  moderate- 
income  neighborhoods  and  disadvantaged  rural  areas. 

The  Program 

The  new  program  involves  a  variety  of  regulatory  and  other  administrative  changes  which 
have  been  agreed  to  in  principle  by  the  agencies.  These  changes  fall  into  five  categories, 
each  of  which  is  discussed  below. 

Timing.  The  agencies  will  work  to  complete  virtually  all  of  the  changes  outlined  below 
within  the  next  three  months.  Once  the  specifics  of  any  of  the  changes  are  agreed  upon, 
that  change  will  be  made  and  published,  while  distribution  of  other  changes  remains  to 
be  made. 

1.         Eliminating  Impediments  to  Loans  to  Small-  and  Medium-Sized  Businesses 

Reducing  Documentation.  Strong  and  well-managed  banks  and  thrifts  will  be  permitted 
to  make  and  carry  a  basket  of  loans  with  minimal  documentation  requirements,  consistent 
with  applicable  law.  To  ensure  that  these  loans  are  made  to  small-  and  medium-sized 
businesses,  there  will  be  a  ceiling  on  the  size  of  such  loans  and  limits  on  the  aggregate 
of  such  loans  a  bank  may  make. 

Encouraging  Use  of  JudgmentXBorrower's  Reputation.  The  agencies  will  issue 
guidance  to  make  it  clear  that  banks  and  thrifts  are  encouraged  to  make  loans  to  small- 
and  medium-sized  businesses,  particularly  loans  in  the  basket  discussed  above,  and  to  use 
their  judgment  in  broadly  assessing  the  creditworthy  nature  of  the  borrower  —  general 
reputation  and  good  character  as  well  as  financial  condition  may  be  elements  in  making 
these  judgments.  Reliance  on  a  broad  range  of  factors  when  making  a  credit 
determination  is  especially  important. 

Other  Assets  Especially  Mentioned.  Improper  use  of  the  category  of  Other  Assets 
Especially  Mentioned  (OAEM)  may  inhibit  lending  to  small-  and  medium-sized 
businesses.  Accordingly,  the  agencies  will  clarify  that  examination  and  rating  procedures 
do  not  group  OAEM  loans  witib  classified  loans. 
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2.         Reducing  Appraisal  Burden  and  Improving  the  Climate  for  Real  Estate 

The  experience  of  the  last  decade  has  underscored  the  importance  of  sound  underwriting 
standards  and  effective  supervision  for  commercial  real  estate  loans.  Nonetheless,  in 
certain  instances  regulatory  burdens  may  be  adversely  affecting  loans  to  sound  borrowers. 
This  may  be  particularly  so  in  the  case  of  loans  secured  by  real  estate  that  are  primarily 
used  for  non-real  estate  business  purposes.  Real  estate  collateral  is  often  pledged  for 
loans  to  small-  and  medium-sized  companies  that  have  few  other  tangible  assets. 

Using  Real  Estate  Appraisals  Prudently.  In  some  cases  currently  required  real  estate 
appraisals  may  not  add  to  the  safety  and  soimdness  of  the  credit  decision.  Indeed,  in 
some  cases,  appraisals  may  prove  so  expensive  that  they  make  a  sound  small-  or  medium- 
sized  business  loan  uneconomical.  Accordingly,  the  agencies  wdll  make  changes  to  their 
rules  relating  to  real  estate  appraisals  along  the  following  lines: 

•  Accept  Additional  Collateral 

When  real  estate  is  offered  as  additional  collateral  for  a  business  loan,  both  the 
time  and  expense  involved  in  obtaining  an  appraisal  from  a  certified  or  licensed 
real  estate  appraiser  may  discourage  a  bank  or  thrift  from  taking  the  collateral, 
may  increase  the  cost  of  credit  significantly,  or  even  may  cause  the  loan  not  to  be 
made.  In  some  such  cases,  the  real  estate  appraisal  requirement  is 
counterproductive  from  a  safety  and  soundness  perspective.  Moreover,  the 
constraint  on  credit  flows  to  sound  businesses  may  be  substantial.  Accordingly, 
the  agencies  will  alter  their  real  estate  appraisal  rules  so  as  not  to  require  an 
appraisal  by  a  licensed  or  certified  appraiser  for  such  loans. 

•  Reexamine  Appraisal  Thresholds 

Appraisals  conducted  by  licensed  and  certified  real  estate  appraisers,  even  on  real 
estate  of  modest  value  can  be  quite  costly.  In  the  case  of  a  smaller  loan,  the 
requirement  of  an  appraisal  by  a  licensed  or  certified  real  estate  appraiser  may 
make  a  sound  loan  uneconomical.  Accordingly,  the  agencies  will  reexamine  their 
existing  rules  to  make  certain  that  thresholds  below  which  formal  appraisals  are 
not  needed  are  reasonable. 

•  Limit  Periodic  Appraisals 

In  some  cases  real  estate  appraisals  have  been  required  after  a  loan  has  been  made, 
and  in  circimistances  where  the  appraisal  did  not  add  to  the  safety  and  soundness 
of  the  loan.  Accordingly,  the  agencies  will  work  to  make  certain  that  real  estate 
appraisals  are  required  after  a  loan  is  made  only  when  clearly  needed  for  safety 
and  soundness  purposes,  provided  of  course,  that  all  requirements  under  law  have 
been  met. 
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Changing  Rules  on  Financing  of  Other  Real  Estate  Owned.  Currently,  accounting  and 
other  rules  may  discourage  banks  and  thrifts  from  providing  financing  to  borrowers  who 
wish  to  purchase  real  estate  classified  as  Other  Real  Estate  Owned.  The  agencies  will 
review  rules  relating  to  the  reporting  treatment  and  classification  of  such  loans  and  make 
appropriate  changes  to  facilitate  financing  to  creditworthy  borrowers,  consistent  with  safe 
and  sound  banking  and  accounting  practices. 

Reviewing  In  Substance  Foreclosure  Rules.  The  inappropriate  use  of  in  substance 
foreclosure  rules  have  required  foreclosure  valuation  treatment  of  loans  when  borrowers 
were  current  on  principal  and  interest  payments  and  could  reasonably  be  expected  to  repay 
the  loan  in  a  timely  fashion.  The  agencies  will  work  with  the  appropriate  authorities  to 
alter  that  treatment  and  to  coordinate  a  change  in  accounting  principles  and  reporting 
standards. 

Avoiding  Liquidation  Values  on  Real  Estate  Loans.  Loans  secured  by  real  estate 
should  be  evaluated  based  on  the  borrower's  ability  to  pay  over  time,  rather  than  a 
presumption  of  immediate  liquidation.  The  agencies  will  work  with  their  examination 
staffs  to  ensure  that  real  estate  loans  are  evaluated  in  accordance  with  agency  policy. 

3.         Enhancing  and  Streamlining  Appeals  and  Complaint  Processes 

Appeals.  It  is  important  for  bankers  to  have  an  avenue  by  which  they  can  obtain  a 
review  of  an  examiner's  decision  when  they  wish.  For  that  reason,  each  of  the  agencies 
has  established  an  appeals  process.  To  ensure  the  effectiveness  of  those  processes,  each 
agency  will  take  appropriate  steps  to  ensure  that  its  appeals  process  is  fair  and  effective. 

In  particular,  each  agency  will  ensure  that  its  process  provides  a  fair  and  speedy  review 
of  examination  complaints  and  that  there  is  no  retribution  against  either  the  bank  or  the 
examiner  as  the  result  of  an  appeal. 

Complaints.  Each  of  the  agencies  has  a  process  to  handle  more  general  complaints  from 
the  institutions  they  regulate  and  from  the  general  public.  Although  the  volume  of  such 
complaints  can  be  high,  each  agency  recognizes  that  reviewing  and  responding  to  these 
complaints  is  an  important  element  of  proper  supervision.  The  agencies  are  particularly 
concerned  that  complaints  of  discriminatory  lending  practices  be  handled  with  the  utmost 
seriousness  and  on  an  expedited  basis. 

Accordingly,  the  agencies  will  review  their  complaint  processes  to  improve  both  the  care 
with  which  complaints  are  scrutinized  and  the  timeliness  of  responses. 
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4.         Improving  Examination  Process  and  Procedures 

Reducing  the  Burden  of  the  Examination  Process.  A  proper  examination  of  a  bank  or 
thrift  by  its  very  nature  involves  some  disruption  to  the  examined  institution.  Such 
disruptions,  however,  are  costly  to  the  institution  and  can  interfere  with  its  credit 
functions.   It  is  highly  desirable  that  examination  disruptions  be  minimized. 

Accordingly,  the  agencies  have  agreed  to  intensify  efforts  to  minimize  such  disruptions 
and,  in  particular,  to  take  the  following  steps:  (i)  eliminate  duplication  in  examinations 
by  multiple  agencies,  imless  clearly  required  by  law,  (ii)  increase  coordination  of 
examinations  among  the  agencies  when  duplication  is  required,  and  (iii)  establish 
procedures  to  centralize  and  streamline  examination  in  multibank  organizations. 

Refocusing  the  Examination  Process.  If  examinations  are  to  fiilfill  their  functions  in 
the  areas  of  safety  and  soundness,  fair  lending,  and  consumer  protection  compliance,  it 
is  important  constantly  to  reexamine  the  elements  of  the  examination  to  determine  whether 
the  process  is  effective.  Similarly,  regulations  and  interpretations  must  continually  be 
assessed  to  determine  whether  they  are  fulfilling  these  functions. 

To  improve  the  regtilatory  process,  the  agencies  have  agreed  to  heighten  their  emphasis 
in  examinations  on  risk  to  the  institution  and  to  issues  involving  fair  lending  in  place  of 
areas  that  have  become  less  productive  over  time.  Agency  policies  and  procedures  will 
be  reviewed  with  this  focus  in  mind. 

Reducing  Regulatory  Uncertainty.  Uncertainty  is  part  of  the  regulatory  burden  that 
banks  and  thrifts  face  and  that  contributes  to  their  reluctance  to  make  some  credits 
available.  This  uncertainty  can  stem  from  ambiguous  language  in  regtilations  and 
interpretations,  from  delays  in  publishing  regulations  and  interpretations,  and  from  failures 
to  follow  uniform  examination  standards  that  clearly  reflect  agency  policies. 

Accordingly,  the  agencies  will  review  their  regulations  and  interpretations  to  minimize 
ambiguity  wherever  possible  and  will  step  i^  efforts  to  publish  regulations  and 
interpretations  required  by  law  or  sound  regulatory  practice.  In  addition,  the  agencies  will 
reemphasize  to  their  examiners  to  follow  agency  policies  and  guidelines  carefully  and 
accurately  in  carrying  out  examinations  and  reviewing  applications.  The  agencies  will 
make  every  effort  to  ensure  that  examination  and  application  processing  is  performed 
uniformly  across  the  country. 

5.         Continuing  Further  Efforts  and  Reducing  Burden 

Further  Efforts.  Additional  items  will  be  reviewed  for  possible  change.  One  item  that 
will  be  reviewed  relates  to  the  treatment  of  partially  charged-off  loans.  Under  current 
practice  delinquent  loans  that  have  been  partially  charged  off  cannot  be  returned  to 
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performing  status  even  when  the  borrower  is  able  to,  and  fiilly  intends  to,  pay  the 
remaining  interest  and  principal  to  the  bank  in  a  timely  fashion.  The  agencies  will  work 
to  develop  common  standards  for  determining  when  a  loan  may  be  returned  to  accrual 
status. 

Paperwork  Burden.  No  good  is  served  by  forcing  banks  to  bear  an  excessive  regulatory 
paperwork  burden.  Accordingly,  the  agencies  have  begun  and  will  continue  to  review  all 
paperwork  requirements  to  eliminate  duplication  and  other  excesses  that  do  not  contribute 
substantially  to  safety  and  soundness. 

Regulatory  Burden.  It  is  not  paperwork  alone  that  unnecessarily  burdens  banks  and 
thrifts.  Regulations  and  interpretations  also  may  be  unnecessarily  burdensome.  In  some 
cases  the  passage  of  time  has  made  regulations  outmoded.  In  other  cases  the  regulations 
may  not  have  ftilfilled  their  goals. 

Accordingly,  the  agencies  also  have  begun  and  will  continue  to  review  all  regulations  and 
interpretations  to  minimize  burden  while  maintaining  safety  and  soundness  standards. 
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Federal  Reserve  Board 


Office  of  Thrift  Supervision 


(PR-26-93) 

Interagency  Policy  Statement  on  Documentation  of  Loans 

March  30,  1993 

The  four  federal  regulators  of  banks  and  thrifts  —  the  Office  of  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the  Federal 
Reserve  System,  and  the  Office  of  Thrift  Supervision  —  today  announced  further  details  on  the 
implementation  of  their  March  10  program  to  increase  credit  availability.  Today's  policy 
statement  outlines  changes  in  the  area  of  loan  documentation. 

The  strongest  banks  and  thrifts,  those  with  regulatory  ratings  of  1  or  2  and  with  adequate  capital, 
will  now  be  able  to  make  and  carry  some  loans  to  small-  and  medium-sized  businesses  and  farms 
with  only  minimal  documentation.  The  total  of  such  loans  at  an  institution  will  be  limited  to  an 
amount  equal  to  20  percent  of  its  total  capital.  Eligible  banks  and  thrifts  will  be  encouraged  to 
make  these  based  on  their  own  best  judgment  as  to  the  creditworthiness  of  the  loans  and  the 
necessary  documentation.  These  loans  will  be  evaluated  solely  on  the  basis  of  performance  and 
will  be  exempt  from  examiner  criticism  of  documentation. 

Each  minimal  documentation  loan  is  subject  to  a  maximum  loan  size  of  $900,000  or  3  percent 
of  the  lending  institution's  total  capital,  whichever  is  less.  If  a  borrower  has  multiple  loans  in 
the  exempt  portion  of  the  portfolio,  those  loans  must  be  aggregated  before  the  maximum  is 
applied.  Loans  to  institution  insiders  —  executive  officers,  directors,  and  principal  shareholders 
—  are  ineligible  for  inclusion,  as  are  loans  that  are  already  delinquent. 

The  package  also  offers  some  relief  for  banks  that  do  not  qualify  for  the  program,  and  for  loans 
that  are  not  in  the  exempt  portion  of  a  bank's  portfolio.  The  policy  statement  also  includes 
guidelines  which  provide  institutions  some  additional  flexibility  in  applying  their  documentation 
policies  for  small-  and  medium-sized  business  and  farm  loans  without  examiner  criticism. 

Today's  initiatives  are  directed  at  eliminating  unnecessary  documentation  and  reducing  costs  to 
lending  institutions  and  the  time  it  takes  to  respond  to  credit  applications.  OTS  will  soon  issue 
a  regulation  to  amend  its  current  loan  documentation  requirements  to  comply  with  the  statement. 
For  banks,  the  program  requires  no  change  in  existing  regulations  and  is  effective  with  today's 
release. 

The  complete  program  is  being  mailed  to  all  regulated  institutions  and  all  examiners,  and 
additional  copies  are  available  from  the  agencies. 
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Office  of  the  Comptroller  of  the  Currency 
Federal  Deposit  Insurance  Corporation 
Federal  Reserve  Board 
Office  of  Thrift  Supervision 

Interagency  Policy  Statement  on  Documentation 
for  Loans  to  Small-  and  Medium-sized  Businesses  and  Farms 

March  30,  1993 

Introduction 

Problems  with  the  availability  of  credit  over  the  last  few  years  have  been  especially  significant 
in  the  area  of  small-  and  medium-sized  business  and  farm  lending.  This  reluctance  to  lend  may 
be  attributed  to  many  factors,  including  general  trends  in  the  economy;  a  desire  by  both 
borrowing  and  lending  institutions  to  improve  their  balance  sheets;  the  adoption  of  more  rigorous 
underwriting  standards  after  the  losses  associated  with  some  laxities  in  the  1980s;  the  relative 
attractiveness  of  other  types  of  investments;  the  impact  of  higher  capital  requirements, 
supervisory  policies,  and  examination  practices;  and  the  increase  in  regulation  mandated  by 
recent  legislation  —  specifically,  the  Financial  Instimtions  Reform,  Recovery,  and  Enforcement 
Act  and  the  Federal  Deposit  Insurance  Corporation  Improvement  Act. 

The  four  federal  banking  agencies  —  the  Office  of  the  Comptroller  of  the  Currency,  the  Federal 
Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the  Federal  Reserve  System,  and  the 
Office  of  Thrift  Supervision  —  expect  small-  and  medium-sized  business  and  farm  loans,  like 
all  credits,  to  be  made  consistent  with  sound  underwriting  policies  and  loan  administration 
procedures.  The  agencies  are  concerned,  however,  that  institutions  may  perceive  that  the 
agencies  are  requiring  a  level  of  documentation  to  support  sound  small-  and  medium-sized 
business  and  farm  loans  that  is  in  excess  of  what  is  necessary  to  making  a  sound  credit  decision. 
Unnecessary  documentation  raises  the  cost  of  lending  to  small-  and  medium-sized  businesses  and 
farms,  results  in  delays  in  bank  lending  decisions,  and  may  discourage  good  borrowers  from 
applying.  The  agencies  believe  that  the  elimination  of  unnecessary  documentation  for  loans  to 
small-  and  medium-sized  businesses  and  farms  will  reduce  costs  to  the  institution  and  the  time 
it  takes  to  respond  to  credit  applications  from  small-  and  medium-sized  businesses  and  farms 
without  adversely  affecting  the  institution's  safety  and  soundness. 

The  federal  banking  agencies  expect  financial  institutions  to  maintain  documentation  standards 
that  are  consistent  with  prudent  banking  policies.  However,  the  maintenance  of  documentation 
beyond  that  necessary  for  a  credit  officer  to  make  a  sound  credit  decision  and  to  justify  that 
decision  to  the  institution's  management  adds  to  loan  administration  costs  without  improving  the 
credit  quality  of  the  institution.     Unnecessary  documentation  impedes  the  institution  from 
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responding  in  a  timely  and  prudent  manner  to  the  legitimate  credit  needs  of  small-  and  medium- 
sized  businesses  and  farms  in  its  community.  Accordingly,  the  agencies  are  taking  steps  to 
correct  any  misunderstanding  of  regulatory  requirements  and  to  reduce  regulatory  impediments 
to  lending  to  creditworthy  small-  and  medium-sized  businesses  and  farms. 

Documentation  Exemption  for  Small-  and  Medium-sized  Business  and  Farm 
Loans 

Well-  or  adequately  capitalized  institutions  with  a  satisfactory  supervisory  rating  will  be 
permitted  to  identify  a  portion  of  their  portfolio  of  small-  and  medium-sized  business  and  farm 
loans  that  will  be  evaluated  solely  on  performance  and  will  be  exempt  from  examiner  criticism 
of  documentation.  While  bank  and  thrift  management  will  retain  responsibility  for  the  credit 
quality  assessment  and  loan  loss  allowance  for  these  loans,  the  lending  institution  will  not  be 
subject  to  criticism  for  the  documentation  of  these  loans. 

This  exemption  will  be  available  only  to  institutions  that  are  well-  or  adequately  capitalized 
institutions  under  each  agency's  regulations  implementing  section  38  of  the  Federal  Deposit 
Insurance  Act  and  that  are  rated  CAMEL  or  MACRO  1  or  2.  These  institutions  are  by 
definition  those  that  have  demonstrated  sound  judgment  and  good  underwriting  skills;  moreover, 
their  strong  capital  position  insulates  the  deposit  insurance  funds  from  potential  losses  that  may 
be  incurred  through  small-  and  medium-sized  business  and  farm  lending. 

To  qualify  for  the  exemption,  each  loan  may  not  exceed  the  lesser  of  $900,000  or  three  percent 
of  the  institution's  total  capital,  and  the  aggregate  value  of  the  loans  may  not  exceed  20  percent 
of  its  total  capital.  In  addition,  loans  selected  for  this  exemption  by  an  institution  must  not  be 
delinquent  as  of  the  selection  date,  and  each  institution  must  comply  with  applicable  lending 
limits  and  other  laws  and  regulations  in  making  these  loans.  Furthermore,  such  loans  may  not 
be  made  to  an  insider. 

Small-  and  medium-sized  business  and  farm  loans  that  do  not  meet  the  criteria  for  exemption  set 
forth  in  this  policy  statement  would  continue  to  be  reviewed  and  classified  in  accordance  with 
the  agencies'  existing  policies. 

The  details  of  the  exemption  are  as  follows: 

•  Documentation  exemption.  Each  institution  eligible  for  the  exemption  provided  in  this 
policy  statement  may  assign  eligible  loans,  subject  to  the  aggregate  limit  on  such  eligible 
loans,  to  an  exempt  portion  of  the  portfolio.  Loans  assigned  to  this  exempt  portion  will 
not  be  reviewed  for  the  completeness  of  their  documentation  during  the  examination  of 
the  institution.  Assignments  of  loans  to  the  exempt  portion  shall  be  made  in  writing,  and 
an  aggregate  list  or  accounting  segregation  of  the  assigned  loans  shall  be  maintained, 
including  the  performance  status  of  each  loan. 
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•  Restrictions  on  loans  in  the  exempted  portion  of  the  portfolio.  The  institution  must 
fully  evaluate  the  collectibility  of  these  loans  in  determining  the  adequacy  of  its 
allowance  for  loan  and  lease  losses  (ALLL)  or  general  valuation  allowance  (GVA) 
attributable  to  such  loans  and  include  this  evaluation  in  its  internal  records  of  its 
assessment  of  the  adequacy  of  its  ALLL  or  GVA.  Once  a  loan  in  the  exempt  portion  of 
the  portfolio  becomes  more  than  60  days  past  due,  the  loan  may  be  reviewed  and 
classified  by  an  examiner;  however,  any  decision  to  classify  would  be  based  on  credit 
quality  and  not  on  the  level  of  documentation. 

•  Eligible  institutions.  An  institution  is  eligible  for  the  documentation  exemption  if  (1) 
pursuant  to  the  regulations  adopted  by  the  appropriate  federal  banking  agency  under 
section  38  of  the  FDI  Act,  the  institution  qualifies  as  well-  or  adequately  capitalized,  and 
(2)  during  its  most  recent  report  of  examination,  the  institution  was  assigned  a  composite 
CAMEL  or  MACRO  rating  of  1  or  2. 

•  Ineligible  loans.  Loans  to  any  executive  officer,  director,  or  principal  shareholder  of 
the  institution,  or  any  related  interest  of  that  person,  may  not  be  included  in  the  basket 
of  loans. 

•  Aggregate  limit  on  loans.  The  aggregate  value  of  all  loans  assigned  to  the  basket  of 
loans  provided  for  in  the  exemption  may  not  exceed  20  percent  of  the  institution's  total 
capital  (as  defined  in  the  capital  adequacy  standards  of  the  appropriate  agency) . 

•  Limit  on  value  of  individual  loan.  A  loan,  or  group  of  loans  to  one  borrower,  assigned 
to  the  basket  of  loans  provided  for  in  the  exemption  may  not  exceed  $900,000  or  3 
percent  of  the  institution's  total  capital  (as  defined  in  the  capital  adequacy  standards  of 
the  appropriate  agency),  whichever  is  the  smaller  amount. 

•  Transition  from  eligibility  to  ineligibility.  An  institution  that  has  properly  assigned 
loans  to  the  exempt  portion  of  its  portfolio  pursuant  to  this  statement  but  subsequently 
fails  to  qualify  as  an  eligible  institution  may  not  add  new  loans  (including  renewals)  to 
this  category. 

Treatment  of  Small-  and  Medium-sized  Business  and  Farm  Loans  Not 
Qualifying  for  Exemption 

The  agencies  will  continue  current  examination  practices  with  regard  to  documentation  of  small- 
and  medium-sized  business  and  farm  loans  at  institutions  not  qualifying  for  the  exemption  and 
loans  at  qualifying  institutions  that  are  not  assigned  to  the  exempt  basket.  The  guiding  principle 
of  agency  review  will  continue  to  be  that  each  insured  depository  institution  should  maintain 
documentation  that  provides  its  management  with  the  ability  to: 
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(a)  make  an  informed  lending  decision  and  to  assess  risk  as  necessary  on  an  ongoing 
basis; 

(b)  identify  the  purpose  of  the  loan  and  the  source  of  repayment; 

(c)  assess  the  ability  of  the  borrower  to  repay  the  indebtedness  in  a  timely  manner; 

(d)  ensure  that  a  claim  against  the  borrower  is  legally  enforceable;  and 

(e)  demonstrate  appropriate  administration  and  monitoring  of  a  loan. 

In  prescribing  the  documentation  necessary  to  support  a  loan,  an  institution's  policies  should  take 
into  account  the  size  and  complexity  of  the  loan,  legal  requirements,  and  the  needs  of 
management  and  other  relevant  parties  (such  as  loan  guarantors). 

In  applying  these  standards,  the  agencies  will  continue  to  recognize  the  difficulty  and  cost  of 
obtaining  some  documents  from  small-  and  medium-sized  businesses  and  farms.  These 
difficulties  and  costs  could  result  in  some  deviations  from  an  institution's  own  loan 
documentation  policy  for  small-  and  medium-sized  business  and  farm  lending.  Such  deviations 
are  frequently  based  on  past  experience  with  the  customer.  In  such  cases,  the  loan  will  not  be 
criticized  if  the  examiner  concurs  that  sufficient  information  exists  to  serve  as  a  basis  for  an 
informed  credit  decision. 

Implementation 

This  policy  statement  will  take  effect  immediately  upon  issuance.  However,  the  agencies  will 
monitor  how  qualifying  institutions  implement  its  provisions  and  how  those  institutions  and  the 
loans  they  designate  for  inclusion  in  the  exempt  basket  perform.  Changes  to  this  policy 
statement  may  be  made  based  on  the  agencies'  experience. 


Distribution:   FDIC-supervised  banks  (Commercial  and  Savings) 
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Joint  Release         Federal  Deposit  Insurance  Corporation 
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(PR-59-93)  May  26,  1993 


Federal  Agencies  Propose  New  Rule  on 
Real  Estate  Appraisals 


The  Office  of  the  Comptroller  of  the  Currency  (OCC),  the  Federal  Deposit  Insurance 
Corporation  (FDIC),  the  Federal  Reserve  Board,  and  the  Office  of  Thrift  Supervision 
(GTS)  today  issued  a  joint  proposed  rule  to  amend  their  regulations  on  real  estate 
appraisals. 

The  agencies  said  the  proposal  would  reduce  regulatory  burden  by  requiring 
appraisals  only  when  they  enhance  the  safety  and  soundness  of  fmancial  institutions 
or  otherwise  further  public  policy.    The  proposed  rule  would: 

■  Increase  the  threshold  level  for  required  appraisals  from  $100,000  to 
$250,000; 

■  Expand  and  clarify  existing  exemptions  to  appraisal  requirements;  and 

■  Identify  additional  circumstances  when  appraisals  are  not  required. 

The  agencies  are  proposing  these  amendments  based  on  their  experience  in 
implementing  their  current  appraisal  regulations.    The  proposed  rule  would  limit 
direct  and  indirect  costs  of  real  estate  appraisals  to  borrowers,  costs  that  the  agencies 
said  can  restrict  the  availability  of  credit. 

For  example,  business  loans  under  $1  million  secured  by  real  estate  would  not 
require  appraisals  when  real  estate  collateral  is  not  the  primary  source  of  repayment. 
The  proposal  also  expands  an  existing  exemption  for  transactions  where  real  estate  is 
taken  as  collateral  through  "an  abundance  of  caution."    These  changes  will  help 
small-  and  medium-sized  businesses  obtain  credit,  the  agencies  said. 

The  proposed  rule  exempts  from  the  agencies'  real  estate  appraisal  requirements 
transactions  that  are  insured  or  guaranteed  by  a  U.S.  government  agency  or 
government  sponsored  agency. 

(more) 
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The  proposal  also  clarifies  existing  exemptions  in  the  current  regulation.    The 
clarifications  involve  transactions  not  secured  by  real  estate,  transactions  related  to 
renewals  of  existing  loans  and  the  extension  of  additional  credit  on  those  loans,  and 
transactions  involving  purchase  of  loans  or  interests  in  pools  of  loans  secured  by  real 
estate. 

Finally,  the  proposed  rule  reduces  the  number  of  minimum  standards  for  the 
performance  of  real  estate  appraisals.    It  reinstates  the  Departure  Provision  that 
allows  an  appraiser  to  prepare  an  appraisal  without  complying  with  certain 
provisions  of  the  Uniform  Standards  of  Professional  Appraisal  Practice  (USPAP), 
provided  the  appraisal  report  is  not  misleading.    The  proposal  also  clarifies  the 
circumstances  in  which  a  bank  or  thrift  may  use  appraisals  prepared  for  another 
financial  services  institution. 

The  proposed  rule  will  be  published  for  public  comment  in  the  Federal  Register. 
The  agencies  are  particularly  seeking  comments  on  loss  history  for  real  estate 
transactions  that  involved  appraisals,  the  effect  of  the  proposed  regulation  on  credit 
availability,  and  the  cost  and  time  spent  complying  with  the  existing  regulation. 
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June  10,  1993 

The  four  federal  regulators  of  banks  and  thrifts  today  announced  six  additional  initiatives  to 
implement  the  President's  March  10  program  to  improve  the  availability  of  credit  to  businesses 
and  individuals.  These  initiatives  include  changes  to  regulatory  reporting  requirements  and  the 
issuance  of  joint  policy  statements  on  the  valuation  of  real  estate  collateral,  use  of  the  "Special 
Mention"  category  in  reviewing  loans,  and  improved  coordination  of  examinations.  The 
changes  to  regulatory  reporting  requirements  are  consistent  with  generally  accepted  accounting 
principles  (GAAP). 

The  agencies  noted  that  these  latest  actions  bring  to  a  close  the  first  phase  of  the  President's 
credit  availability  program.  However,  all  four  agencies  emphasized  that  they  are  continuing 
efforts  to  reduce  the  paperwork  and  regulatory  burden  that  impedes  the  flow  of  funds  to 
creditworthy  borrowers. 

The  actions  announced  today  cover  these  areas: 

■  In-Substance  Foreclosures 

In  the  past,  the  agencies'  rules  required  certain  loans  to  be  reported  as  in-substance 
foreclosures.  In  the  revised  guidance  issued  today,  the  agencies  make  it  clear  that  a 
collateral  dependent  real  estate  loan  need  not  be  reported  as  foreclosed  real  estate  unless 
the  lender  has  taken  possession  of  the  collateral.  However,  appropriate  losses  must  be 
recognized.  This  guidance  is  consistent  with  the  approach  taken  by  the  Financial 
Accounting  Standards  Board  (FASB)  in  its  new  standard  on  loan  impairment. 

■  Returning  Nonaccmal  Loans  to  Accrual  Status 

In  the  past,  a  loan  that  was  partially  charged  off  could  not  be  returned  to  accrual  status 
until  all  missed  payments  had  been  made  up  to  bring  the  loan  to  current  statiis  and  the 
institution  expected  to  receive  the  full  contractual  principal  and  interest  on  the  loan. 

(more) 
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This  reporting  requirement  also  applied  in  situations  where  the  borrower  showed  a 
renewed  ability  and  willingness  to  service  the  remaining  debt.  Accordingly,  institutions 
sometimes  found  it  difficult  to  work  with  borrowers  who  were  experiencing  temporary 
difficulties  in  a  way  that  would  maximize  recovery  on  these  troubled  loans. 

To  address  this  problem,  the  agencies  are  making  two  revisions  to  their  nonaccrual 
guidelines.  First,  banks  and  thrifts  will  be  allowed  to  formally  restructure  troubled  debt 
in  a  maimer  that  will  allow  a  portion  of  the  debt  to  become  an  accruing  asset,  provided 
certain  criteria  are  met.  This  revised  reporting  guidance  makes  the  policies  of  the  bank 
emd  thrift  regulatory  agencies  consistent. 

Second,  in  some  cases,  borrowers  have  resumed  paying  the  full  amount  of  scheduled 
contractual  principal  and  interest  payments  on  loans  that  are  past  due  and  in  nonaccrual 
s.atus.  Under  the  guidance  issued  today,  banks  and  thrifts  will  be  allowed  to  return 
such  past  due  loans  to  accrual  status,  provided  the  institution  expects  to  collect  all 
principal  and  interest  due  and  the  borrower  has  made  regular  payments  in  accordance 
with  the  terms  of  the  loan  over  a  specific  period  of  time. 

Regulatory  Reporting  Requirements  for  Sales  of  Other  Real  Estate  Owned 
(OREO) 

The  agencies  will  separately  issue  guidance  to  banks  and  thrifts  that  generally  conforms 
regulatory  reporting  requirements  for  sales  of  OREO  with  generally  accepted  accounting 
principles  (GAAP),  as  set  forth  in  FASB  Statement  No.  66.  These  changes  delete 
certain  requirements  for  minimum  down  payments  for  sales  of  OREO.  Financial 
institutions  and  examiners  should  refer  to  FASB  Statement  No.  66  for  a  detailed 
discussion  of  the  accounting  principles  that  apply  to  sales  of  real  estate. 

Review  and  Classification  of  Commercial  Real  Estate  Loans 

The  agencies  are  reaffirming  their  guidelines  issued  in  Noveiuucr  )91  to  ensure  that 
examiners  are  reviewing  commercial  real  estate  loans  in  a  consisteri.,  y  ••'^°nt  and 
balanced  manner.  Today's  policy  statement  reiterates  that  the  evaluation  of  comi.iti  .iai 
real  estate  loans  is  based  on  a  review  of  the  borrower's  willingness  and  capacity  to 
repay  and  on  the  income-producing  capacity  of  the  underlying  collateral  over  time.  The 
statement  emphasized  that  it  is  NOT  regulatory  policy  to  value  collateral  that  underlies 
real  estate  loans  on  a  liquidation  basis. 

(more) 
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■  Supervisory  Deflnition  of  Special  Mention  Assets 

The  agencies  are  concerned  that  improper  use  of  the  "Special  Mention"  loan  category 
in  examiners'  reviews  of  loan  portfolios  may  inhibit  lending  to  small-  and  medium-size 
businesses.  Accordingly,  all  four  agencies  have  adopted  a  uniform  definition  for  this 
category. 

The  use  of  a  common  definition  will  lead  to  more  consistent  supervision  among  the 
four  agencies.  It  will  also  enable  examiners  to  more  readily  segregate  Special  Mention 
assets  from  those  warranting  adverse  classification.  The  agencies  have  agreed  to  use 
classified  assets,  which  by  definition  do  not  include  Special  Mention  assets,  as  the 
standard  measure  in  expressing  the  quality  of  a  bank  or  thrift's  asset  portfolio. 

■  Coordination  of  Holding  Company,  Thrift  and  Bank  Examinations 

The  four  agencies  are  issuing  interagency  guidelines  to  coordinate  their  supervision  and 
examinations  in  order  to  minimize  the  disruptions  and  burdens  associated  with  the 
examination  process.  Under  the  principles  laid  out  in  the  guidelines,  the  agencies  will 
work  to  eliminate  duplication  in  examinations  by  multiple  agencies.  Examinations  and 
inspections  of  a  particular  legal  entity  will  be  conducted  by  the  primary  supervisor  for 
that  entity.  The  agencies  will  increase  coordination  of  examinations  and  will  establish 
procedures  to  centralize  and  streamline  examinations  in  multibank  organizations. 

The  initiatives  announced  today  follow  a  number  of  actions  previously  taken  by  the  four 
agencies  to  implement  the  President's  credit  availability  program.    Those  actions  include: 

■  Interagency  Policy  Statement  on  Documentation  of  Loans  (March  30,  1993) 

■  Interagency  Letter  on  Lending  Discrimination  (May  27,  1993) 

■  Proposed  Rule  on  Revised  Appraisal  Requirements  (June  4,  1993) 

■  Interagency  Release  on  Joint  Fair  Lending  Initiatives  (June  10,  1993) 

The  four  agencies  emphasized  that  they  will  continue  their  efforts  to  reduce  paperwork  and 
regulatory  burdens  and  improve  the  ability  of  small  businesses  and  consumers  to  gain  access 
to  credit.  For  example,  in  the  coming  months,  the  agencies  expect  to  modify  their  procedures 
for  corporate  applications  (e.g.,  applications  for  charters,  mergers,  and  branches)  to  make  them 
less  duplicative  and  more  uniform. 
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On  March  10,  1993,  the  four  federal  banking  and  thrift  regulatory  agencies  issued  an 
Interagency  Policy  Statement  on  Credit  Availability.  That  statement  indicated  that  the  agencies 
would  seek  to  clarify  the  reporting  treatment  for  in-substance  foreclosures  (ISF)  and  would 
work  with  the  accounting  authorities  to  achieve  consistency  between  generally  accepted 
accounting  principles  (GAAP)  and  regulatory  reporting  requirements  in  this  area. 

Under  existing  accounting  guidelines  for  determining  whether  the  collateral  for  a  loan  has  been 
in-substance  foreclosed,  a  loan  is  transferred  to  "other  real  estate  owned"  (OREO  or  REO)  and 
appropriate  losses  are  recognized  if  certain  criteria  are  met.  Such  OREO  designations  may 
impede  efforts  to  improve  credit  availability  and  may  discourage  lenders  from  working  with 
borrowers  experiencing  temporary  financial  difficulties. 

The  Financial  Accounting  Standards  Board  (FASB)  recently  issued  Statement  No.  114, 
"Accounting  by  Creditors  for  Impairment  of  a  Loan,"  addressing  the  accounting  for  impaired 
loans.  This  Standard  also  clarifies  the  existing  accounting  for  in-substance  foreclosures.  Under 
the  new  impairment  standard  and  related  amendments  to  Statement  No.  15,"  Accounting  by 
Debtors  and  Creditors  for  Troubled  Debt  Restructurings"  (FAS  15),  a  collateral  dependent  real 
estate  loan  (i.e.,  a  loan  for  which  repayment  is  exjjected  to  be  provided  solely  by  the 
underlying  collateral)  would  be  reported  as  OREO  only  if  the  lender  had  taken  possession  of 
the  collateral.  For  other  collateral  dependent  real  estate  loans,  loss  recognition  would  be  based 
on  the  fair  value'  of  the  collateral  if  foreclosiu'e  is  probable.  However,  such  loans  would  no 
longer  be  reported  as  OREO.    Rather,  they  would  remain  in  the  loan  category. 

(more) 


'  Fair  value  is  defined  in  paragraph  13  of  FAS  15. 
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Accordingly,  the  agencies  have  concluded  that  losses^  must  be  recognized  on  real  estate  loans 
that  meet  the  existing  ISF  criteria  based  on  the  fair  value  of  the  collateral,  but  such  loans  need 
not  be  reported  as  OREO  unless  possession  of  the  underlying  collateral  has  been  obtained.  The 
agencies  believe  that  this  interagency  guidance,  coupled  with  other  agency  actions  currently 
being  taken,  will  reduce  impediments  to  the  availability  of  credit 


##### 


*  ConsUtcnt  with  GAAP,  loss  recognition  would  consider  estimated  costs  to  sell. 
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Introduction 

On  March  10,  1993,  the  four  federal  banking  agencies  issued  an  Interagency  Policy  Statement 
on  Credit  Availability.  That  policy  statement  outlined  a  program  of  interagency  initiatives  to 
reduce  impediments  to  the  availability  of  credit  to  businesses  and  individuals. 

As  part  of  that  program,  the  agencies  are  making  two  revisions  to  existing  policies  for 
returning  certain  nonaccrual  loans  to  accrual  status.  The  revised  policies  should  remove 
impediments  to  working  with  borrowers  who  are  experiencing  temporary  difficulties  in  a 
manner  that  maximizes  recovery  on  their  loans,  while  at  the  same  time  improving  disclosures 
in  this  area. 

The  first  change  conforms  the  banking  and  thrift  agencies'  policies  on  troubled  debt 
restructurings  (TDRs)  that  involve  multiple  notes  (sometimes  referred  to  as  "A"/"B"  note 
structures).  The  second  change  would  permit  institutions  to  return  past  due  loans  to  accrual 
status,  provided  the  institution  expects  to  collect  all  contractual  principal  and  interest  due  and 
the  borrower  has  demonstrated  a  sustained  period  of  repayment  performance  in  accordance 
with  the  contractual  terms. 

The  revised  policies  are  effective  immediately.  Thus,  institutions  may  elect  to  adopt  such 
changes  for  purposes  of  the  June  30,  1993,  Consolidated  Reports  of  Condition  and  Income 
(Call  Report)  and  Thrift  Financial  Report  (TFR).  Revised  Call  Report  and  TFR  instructions 
will  be  distributed  as  of  September  30,  1993. 
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TDR  Multiple  Note  Structure 

The  agencies  are  conforming  their  reporting  requirements  for  TDR  structures  involving 
multiple  notes.  The  basic  example  is  a  troubled  loan  that  is  restructured  into  two  notes  where 
the  first  or  "A"  note  represents  the  portion  of  the  original  loan  principal  amount  which  is 
expected  to  be  fully  collected  along  with  contractual  interest.  The  second  part  of  the 
restructured  loan,  or  "B"  note,  represents  the  portion  of  the  original  loan  that  has  been  charged 
off. 

Such  TDRs  generally  may  take  any  of  three  forms.  (1)  In  certain  TDRs,  the  "B"  note  may  be 
a  contingent  receivable  that  is  payable  only  if  certain  conditions  are  met  (e.g.,  sufficient  cash 
flow  from  the  property).  (2)  For  other  TDRs,  the  "B"  note  may  be  contingently  forgiven  (e.g., 
note  "B"  is  forgiven  if  note  "A"  is  -aid  in  ftill).  (3)  In  other  instances,  an  institution  would 
have  granted  a  concession  (e.g.,  ra.e  reduction)  to  the  troubled  borrower  but  the  "B"  note 
would  remain  a  contractual  obligation  of  the  borrower.  Because  the  "B"  note  is  not  reflected 
as  an  asset  on  the  institution's  books  and  is  unlikely  to  be  collected,  the  agencies  have 
concluded  that  for  reporting  purposes  the  "B"  note  could  be  viewed  as  a  contingent  receivable. 

Institutions  may  return  the  "A"  note  to  accrual  status  provided  the  following  conditions  are 
met: 

(1)  The  restructuring  qualifies  as  a  TDR  as  defined  by  FASB  Statement  No.  15, 
"Accounting  by  Debtors  and  Creditors  for  Troubled  Debt  Restructuring,"  (SFAS 
15)  and  there  is  economic  substance  to  the  restructuring.  (Under  SFAS  15,  a 
restructuring  of  debt  is  considered  a  TDR  if  "the  creditor  for  economic  or  legal 
reasons  related  to  the  debtor's  financial  difficulties  grants  a  concession  to  the 
debtor  that  it  would  not  otherwise  consider.") 

(2)  The  portion  of  the  original  loan  represented  by  the  "B"  note  has  been  charged 
off.  The  charge-off  must  be  supported  by  a  current,  well  documented  credit 
evaluation  of  the  borrower's  financial  condition  and  prospects  for  repayment 
under  the  revised  terms.  The  charge-off  must  be  recorded  before  or  at  the  time 
of  the  restructuring. 

(3)  The  "A"  note  is  reasonably  assured  of  repayment  and  of  performance  in 
accordance  with  the  modified  terms. 

(4)  In  general,  the  borrower  must  have  demonstrated  sustained  repayment 
performance  (either  immediately  before  or  after  the  restructuring)  in  accordance 
with  the  modified  terms  for  a  reasonable  period  prior  to  the  date  on  which  the 
"A"  note  is  returned  to  accrual  status.  A  sustained  period  of  payment 
performance  generally  would  be  a  minimum  of  six  months  and  involve 
payments  in  the  form  of  cash  or  cash  equivalents. 
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Under  existing  reporting  requirements,  the  "A"  note  would  be  disclosed  as  a  TDR.  In 
accordance  •  with  these  requirements,  if  the  "A"  note  yields  a  market  rate  of  interest  and 
performs  in  accordance  with  the  restructured  terms,  such  disclosures  could  be  eliminated  in  the 
year  following  the  restructuring.  To  be  considered  a  market  rate  of  interest,  the  interest  rate 
on  the  "A"  note  at  the  time  of  the  restructuring  must  be  equal  to  or  greater  than  the  rate  that 
the  institution  is  willing  to  accept  for  a  new  receivable  with  comparable  risk. 


Nonaccniai  Loans  That  Have  Demonstrated  Sustained  Contractual  Performance 

Certain  borrowers  have  resumed  paying  the  full  amount  of  scheduled  contractual  interest  and 
principal  payments  on  loans  that  are  past  due  and  in  nonaccrual  status.  Although  prior 
arrearages  may  not  have  been  eliminated  by  payments  from  the  borrowers,  some  borrowers 
have  demonstrated  sustained  performance  over  a  period  of  time  in  accordance  with  the 
contractual  terms.  Under  existing  regulatory  standards,  institutions  cannot  return  these  loans 
to  accrual  status  unless  they  expect  to  collect  all  contractual  principal  and  interest  and  the  loans 
are  brought  fully  current  (or  unless  the  loan  becomes  well  secured  and  in  the  process  of 
collection). 

Such  loans  may  henceforth  be  returned  to  accrxial  status,  even  though  the  loans  have  not  been 
brought  fully  current,  provided  two  criteria  are  met:  (1)  all  principal  and  interest  amounts 
contractually  due  (including  arrearages)  are  reasonably  assured  of  repayment  within  a 
reasonable  period,  and  (2)  there  is  a  sustained  period  of  repayment  performance  (generally  a 
minimum  of  six  months)  by  the  borrower,  in  accordance  with  the  contractual  terms  involving 
payments  of  cash  or  cash  equivalents.  Consistent  with  existing  guidance,  when  the  regulatory 
reporting  criteria  for  restoration  to  accrual  status  are  met,  previous  charge-offs  taken  would  not 
have  to  be  fully  recovered  before  such  loans  are  returned  to  accrual  status. 

Loans  that  meet  the  above  criteria  would  continue  to  be  disclosed  as  past  due  (e.g.,  90  days 
past  due  and  still  accruing  for  Call  Report  and  TFR  purposes),  as  appropriate,  until  they  have 
been  brought  fully  current. 


Additional  Guidance 

The  Financial  Accounting  Standards  Board  (FASB)  recently  issued  Statement  No.  114, 
"Accounting  by  Creditors  for  Impairment  of  a  Loan,"  which  establishes  a  new  approach  for 
recognizing  impairment  on  problem  loans  and  for  recognizing  income  on  such  loans.  In 
addition,  the  standard  establishes  new  disclosure  requirements  for  impaired  loans  for  financial 
reporting  purposes.  In  light  of  the  significance  of  those  changes,  the  agencies  are  reevaluating 
regulatory  disclosure  and  nonaccrual  requirements  that  will  apply  when  the  statement  becomes 
effective,  and  expect  to  issue  revised  policies  at  a  later  date. 


##### 


657 


NR    9  3-61 

Office  of  the  Comptroller  of  the  Currency 

Joint  Release         Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 


Office  of  Thrift  Supervision 


For  immediate  release 

Interagency  Policy  Statement  on 
Review  and  Classification  of  Commercial  Real  Estate  Loans 
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On  March  10,  1993,  the  four  federal  regulators  of  banks  and  thrifts  issued  an  Interagency 
Policy  Statement  on  Credit  Availability.  This  policy  statement  outlined  a  program  of 
interagency  initiatives  to  reduce  impediments  to  making  credit  available  to  businesses  and 
individuals. 

One  impediment  to  making  credit  available  to  commercial  real  estate  borrowers  may  be 
problems  in  evaluation  of  real  estate  collateral.  The  federal  bank  and  thrift  regulatory  agencies 
have  been  working  with  their  examination  stafEs  for  some  time  to  ensiu*  that  commercial  real 
estate  loans  are  evaluated  in  accordance  with  agency  policy.  In  issuing  today's  policy 
statement,  the  federal  bank  and  thrift  regulatory  agencies  are  reaffirming  the  guidelines  in  the 
November  7,  1991  Interagency  Policy  Statement  on  the  Review  and  Classification  of 
Commercial  Real  Estate  Loans.  The  November  7,  1991  policy  statement  provides  clear  and 
comprehensive  guidance  to  ensure  supervisory  personnel  are  reviewing  commercial  real  estate 
loans  in  a  consistent,  prudent  and  balanced  manner.    A  copy  of  that  statement  is  attached. 

The  November  7,  1991  statement  clarified  regulatory  policy  on  real  estate  valuation  and 
classification.  The  evaluation  of  commercial  real  estate  loans  is  based  on  a  review  of  the 
borrower's  willingness  and  capacity  to  repay  and  on  the  income-producing  capacity  of  the 
underlying  collateral  over  time.  The  value  of  collateral  increases  in  importance  as  a  loan 
becomes  troubled  and  the  borrower's  ability  to  repay  the  loan  becomes  more  questionable.  The 
statement  emphasizes  that  it  is  NOT  regidatory  policy  to  value  collateral  that  underlies  real 
estate  loans  on  a  liquidation  basis.  (See  the  discussion  on  "Examiner  Review  of  Individual 
Loans,  Including  the  Analysis  of  Collateral  Value,"  beginning  on  page  3  of  the  policy 
statement) 

Furthermore,  the  policy  statement  discusses  management's  responsibility  for  reviewing 
appraisal  assumptions  and  conclusions  for  reasonableness.  Appraisal  assumptions  should  not 
be  based  solely  on  current  conditions  that  ignore  the  stabilized  income-producing  capacity  of 
the  property. 
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Management  should  adjust  any  assumptions  used  by  an  appraiser  in  determining  values  that 
are  overly  optimistic  or  pessimistic.  The  policy  statement  also  indicates  that  the  assumptions 
used  in  a  discounted  cash  flow  analysis  (such  as  discount  rates  and  direct  capitalization  rates) 
should  reflect  reasonable  expectations  about  the  rate  of  return  that  investors  require  under 
normal,  orderly  and  sustainable  market  conditions.  Unrealistic  or  unsustainable  high  or  low 
discount  rates,  "cap"  rates,  and  income  projections  should  not  be  used. 

The  use  of  appropriate  assumptions  in  a  discoimted  cash  flow  analysis  is  particularly  important 
in  determining  the  value  of  collateral  for  a  troubled,  project-dependent  commercial  real  estate 
loan  (involving  income-producing  property).  The  agencies  use  this  valuation  for  determining 
the  amount  of  the  loan  that  is  adequately  secured  by  the  value  of  the  collateral.  The  November 
7,  1991  Interagency  Policy  Statement  indicates  that  generally,  any  portion  of  the  loan  balance 
that  exceeds  the  amount  adequately  secured  by  collateral  values  and  that  can  be  clearly 
identified  as  uncollectible  should  be  classified  "loss."  The  portion  of  the  loan  balance  that  is 
adequately  secured  by  the  value  of  the  collateral  should  generally  be  classified  no  worse  than 
"substandard."  The  policy  statement  also  indicates  that,  when  an  institution  has  taken  a  charge- 
off  in  sufficient  amount  so  that  the  remaining  recorded  balance  of  the  loan  (a)  is  being  serviced 
(based  on  reliable  sources)  and  (b)  is  reasonably  assured  of  collection,  classification  of  the 
remaining  recorded  balance  may  not  be  appropriate. 

The  federal  bank  and  thrift  regtilatory  agencies  will  continue  to  ensure  their  examiners 
implement  the  policy  statement  appropriately  and  uniformly.  Each  agency  has  an  appeals 
process  for  institutions  with  significant  concerns  about  examinations,  including  any  concerns 
relating  to  the  supervisory  treatment  of  commercial  real  estate  loans. 


Attachment:      Interagency  Policy  Statement  on  Review  and  Classification  of  Commercial  Real 
Estate  Loans,  November  7,  1991 


##### 


659 


NR      91-89 

Office  of  the  Comptroller  of  the  Currency 
Federal  Deposit  Insurance  Corporation 
Federal  Reserve  Board 
Office  of  Thrift  Supervision 

NEWS  RELEASE 

EHBARGOED  FOR  RELEASE  at  2  p.B.  EST 
Thursday,  Noveabar  7,  1991 

FINANCIAL  REGULATORS  ISSUE  JOINT 
SUPERVISORY  POLICY  STATEMENT 

WASHINGTON,  O.C,  Nov.  7,  1991  —  Tha  four  faderal  ragulators  of 
bank  and  thrift  institutions  issuad  a  joint  stateaent  today  on  the 
review  and  classification  of  commercial  real  estate  loans.   Today's 
action  is  another  step  by  the  agencies  to  ensure  that 
misunderstandings  about  supervisory  policies  do  not  impede  the 
availability  of  credit  to  sound  borrowers.   Development  of  this 
document  was  announced  in  the  Administration's  October  8th  statement 
on  "Easing  The  Credit  Crunch  To  Promote  Economic  Growth.* 

The  policy  statement  provides  clear  and  comprehensive  guidance 
on  the  review  and  classification  of  commercial  real  estate  loans. 
The  detailed  guidelines,  which  will  be  sent  to  the  chief  executive 
officer  of  each  depository  institution  and  each  bank  and  thrift 
examiner,  cover  loan  portfolio  review  procedures,  indicators  of 
troubled  loans,  analysis  of  loans  and  collateral  values,  and  the 
review  of  institutions'  loss  allowances. 

the  four  regulatory  agencies  that  issued  today's  guidelines  are 
the  Office  of  the  Comptroller  of  the  Currency  (OCC),  the  Federal 
Deposit  Insurance  Corporation  (FDIC),  the  Federal  Reserve  Board 

-more- 
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Supervisory  policy  statement  -  2 

(FRB),  and  the  Office  of  Thrift  Supervision  (OTS).   Together,  the 
four  agencies  supervise  the  activities  of  the  nation's  12,000 
coaaercial  banks  and  2,200  thrift  institutions. 

In  addition  to  today's  issuance,  the  regulatory  agencies  are 
undertaking  three  other  actions: 

o   National  Meeting  of  Examiners 

The  agencies  will  hold  a  national  meeting  of  senior 
examination  personnel  in  Baltimore,  Hd.,  on  December  16  and 
17  to  review  the  policy  statement  and  other  initiatives 
related  to  credit  availability, 
o   Random  Audit  Program 

To  assess  the  quality  of  examiners'  review  of  collateral 
value,  the  regulatory  agencies  will  implement  a  random  audit 
program  to  determine  how  examiners  review  and  analyze  the 
assumptions  contained  in  appraisals  as  part  of  their  loan 
review  process, 
o   Holding  Company  Preferred  Stock 

The  Federal  Reserve  Board,  in  a  move  designed  to  grant  bank 
holding  companies  greater  flexibility  in  raising  capital, 
has  issued  for  public  comment  a  proposal  to  lift  the  limit 
on  the  amount  of  noncumulative  perpetual  preferred  stock 
that  bank  holding  companies  may  include  in  Tier  1  capital. 
This  proposal,  if  adopted,  can  assist  organizations  in 
strengthening  their  capital  positions  and  expanding  their 
ability  to  extend  credit  to  sound  borrowers. 
All  of  these  steps  follow  previous  actions  by  the  regulatory 
agencies  in  March  and  July  to  address  credit  availability  concerns. 

tit 
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Office  of  the  Comptroller  of  the  Currency 
Federal  Deposit  Insurance  Corporation 
Federal  Reserve  Board 
Office  of  Thrift  Supervision 


Interagency  Policy  Statement  on  the  Review  and 
Classification  of  Commercial  Real  Estate  Loans 

November  7, 1991 


The  recent  decline  in  credit  extended  by  depository  institutions  has  been  attributed  to 
many  factors.  These  factors  include  the  general  slowdown  in  the  economy,  the 
overbuilding  of  commercial  real  estate  properties  in  some  markets,  die  desire  of  some 
household  and  business  borrowers,  as  well  as  some  depository  institutions,  to 
strengthen  their  balance  sheets,  changes  by  lenders  in  underwriting  standards,  and 
concerns  about  the  potential  impact  of  certain  supervisory  poUcies  or  actions.  To 
ensure  that  regxilaiory  policies  and  actions  do  not  inadvertently  curtail  the  availability 
of  credit  to  sound  borrowers,  the  four  Federal  regulators  of  banks  and  thrifts  have 
taken  a  number  of  steps  to  clarify  and  communicate  their  policies.  The  attached  policy 
statement  is  a  further  stq>  in  this  effort 

On  March  1.  1991.  the  four  agencies  —  the  Office  of  the  Comptroller  of  the  Currency, 
the  Federal  Deposit  Insurance  Corporation,  the  Federal  Reserve  Board,  and  the  Office 
of  Thrift  Supervision  —  issued  general  guidelines  that  addressed  a  wide  range  of 
supervisory  policies.  Included  in  the  March  issuance  were  brief  discussions  of  the 
workout  of  problems  loans,  lending  by  underc^talized  instimtions.  and  a  general 
statement  on  the  valuation  of  real  estate  loans. 

The  attached  policy  statement  expands  upon  the  March  I  and  subsequent  guidance  as 
it  relates  to  the  review  and  classification  of  nxDmercial  real  estate  loans. 

The  intent  of  the  statement  by  the  agencies  is  to  provide  clear  and  comprehensive 
guidance  to  ensure  that  supervisory  personnel  are  reviewing  loans  in  a  consistent, 
prudent,  and  balanced  fashion  and  to  ensure  that  all  imerested  parties  are  aware  of  the 
guidance. 

The  policy  statement  emphasizes  that  the  evaluation  of  real  estate  loans  is  not  based 
solely  on  the  value  of  the  collateral,  but  on  a  review  of  the  borrower's  willingness  and 
capacity  to  repay  and  on  the  income-producing  capacity  of  the  properties. 
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The  policy  statement  also  provides  guidance  on  how  supervisory  personnel  aiudyze  the 
value  of  collateral.   In  general,  examiners  consider  the  institution's  appraisals  of 
collateral  (or  internal  evaluations,  when  applicable)  to  determine  value  and  they  review 
the  major  facts,  assimiptions  and  approaches  used  in  determining  the  value  of  the 
collateral.  Examiners  seek  to  avoid  challenges  to  underlying  assumptions  that  di£fer  in 
only  a  limited  way  from  norms  that  would  generally  be  associated  with  the  property 
under  review.  Nonetheless,  when  reviewing  the  value  of  the  collateral  and  any  related 
management  adjustments,  examiners  ascertain  that  the  value  is  based  on  assumptions 
that  are  both  prudent  and  realistic,  arx!  not  on  overly  optimistic  or  overly  pessimistic 
assumptions. 

The  policy  statement  covers  a  wide  range  of  specific  topics,  including: 

the  general  princifdes  that  examiners  follow  in  reviewing  commercial  real  estate 
loan  portfolios; 

the  indicators  of  troubled  real  estate  markets,  projects,  and  related  indebtedness; 

the  factors  examiners  consider  in  their  review  of  individual  loans,  including  the  use 
of  appraisals  and  the  determination  of  collateral  value; 

a  discussion  of  ^Tproaches  to  valuing  real  estate,  especially  in  troubled  markets; 

the  classification  guidelines  followed  by  the  agencies,  including  the  treatment  of 
guarantees;  and 

the  factors  considered  in  the  evaluatioi  of  an  institution's  aUowance  for  loan  and 
lease  losses. 

This  statement  is  intended  to  ensure  that  all  supervisory  personnel,  lending  institutions 
and  other  iiuercsted  parties  have  a  clear  understanding  of  the  agencies'  policies. 
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Interagency  Policy  Statement  on  the  Review  and 
Classification  of  Commercial  Real  Estate  Loans' 


Introduction 

This  policy  statement  addresses  the  review  and  classification  of  commercial  real  estate 
loans  by  examiners  of  the  federal  bank  and  thrift  regulatory  agencies.'  Guidance  is 
also  provided  on  die  analysis  of  the  value  of  die  underiying  collateral.  In  addition, 
this  policy  statement  summarizes  principles  for  evaluating  an  institution's  process  for 
detemiining  the  appropi^ate  level  for  the  allowance  for  loan  and  lease  losses,  including 
amounts  that  have  been  based  on  an  analysis  of  the  commercial  real  estate  loan 
portfolio.'  These  guidelines  are  intended  to  promote  the  prudent,  balanced,  and 
consistent  supervisory  treatment  of  commercial  real  estate  loans,  including  those  to 
borrowers  experiencing  financial  difficulties. 

The  attachments  to  this  policy  statement  address  three  topics  related  to  the  review  of 
commercial  real  estate  loans  by  examiners.  The  topics  include  the  treatment  of 
guarantees  in  the  classification  process  (Attachment  1);  background  information  on  the 
valuation  of  income-producing  commercial  real  estate  loans  in  the  examination  process 
(Attachment  2);  and  definitions  of  classification  terms  used  by  the  federal  bank  and 
thrift  regulatory  agencies  (Attachmem  3). 


Examiner  Review  of  Commercial  Real  Estate  Loans 

Loan  Policy  and  Administration  Review.  As  pan  of  the  analysis  of  an  institution's 
commercial  real  estate  loan  portfolio,  examiners  review  lending  policies,  loan 
administration  procedures,  and  credit  risk  control  procedures.  The  maintenance  of 
prudem  written  lending  policies,  effective  iruemal  systems  and  controls,  and  thorou^ 


'  Iw  pntpoMt  at  this  policy  «««'»■"««.  'oaooiiacul  real  ttuu  loans'  itfen  to  all  lomt  Mcond  by  leal  enae,  except 
for  loan*  lecarad  by  I  -  4  family  reddemial  propeniet.  lliis  doa  ool  lefer  lo  Icani  where  ifac  undeilyinx  coOaieral  bai 
beai  lakoi  solely  dirau(h  an  iHiH'~*  of  canbon  wfaac  the  lami  as  a  conscgucnni  have  oot  been  made  mcR  favoiatale 
than  they  would  have  been  in  the  abaeace  of  die  ben. 

'  llie  ateades  issuin(  ihis  policy  statement  at  the  Boaid  of  CavenMn  of  the  Federal  Reserve  System,  te  Federd 
Deposit  Insurance  Oxpoiatiao.  ifae  Office  of  ifae  CompooUer  of  the  Qmcncy,  and  the  Office  of  Thrift  SopcrnaioB. 

'  For  analytical  puipcces,  u  pan  of  iu  ovenD  estimaie  of  the  aUowance  for  loan  and  lease  losses  (ALLL)  maoag emeu 
may  lahbute  ■  poraon  of  the  ALLX  to  the  commeraal  real  estate  loan  poitfolia  However,  this  does  oos  imply  that  any 
panof  the  ALU.  u  segrejaied  for,  or  allocsiedio,  any  particular  asset  or  group  of  asseu.  The  ALLL  is  available  to  absorb 
all  ciedil  losses  oncmaung  from  the  loan  and  lease  ponfobo. 

For  uvmgs  mstuouoot.  the  ALLL  is  lefemd  lo  as  the  'general  vahiaiioa  allowance'  for  pwposes  of  the  Thrift 
Rnanoal  RqwrL 
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loan  documentation  are  essential  to  the  institution's  management  of  the  lending 
function. 

The  policies  governing  an  institution's  real  estate  lending  activities  must  include 
pnideni  underwriting  standards  that  are  periodically  reviewed  by  die  board  of  directors 
and  deariy  communicated  to  the  institution's  management  and  lending  staff.  The 
institution  must  also  have  credit  risk  control  procedures  that  include,  for  example, 
prudent  internal  limits  on  exposure,  an  effective  credit  review  and  classification 
process,  and  a  methodology  for  ensuring  that  the  allowance  for  loan  and  lease  losses  is 
maintained  at  an  adequate  level  The  complexity  and  scope  of  these  policies  and 
procedures  should  be  appropriate  to  the  size  of  the  institution  and  the  nature  of  the 
institution's  activities,  and  should  be  consistent  with  prudem  banking  practices  and 
relevam  regulatory  requirements. 

Indicators  of  Troubled  Real  EsUte  Markets  and  Projects,  and  Related 
Indebtedness.  In  order  to  evaluate  the  collectibility  of  an  instiution's  commercial  real 
esute  portfolio,  examiners  should  be  alert  for  indicators  of  weakness  in  the  real  estate 
markets  served  by  the  institution.  They  should  also  be  alert  for  indicators  of  actual  or 
potential  problems  in  the  individual  commercial  real  estate  projects  or  transactions 
financed  by  the  institutiott 

Available  indicators,  such  as  permits  for  —  and  the  value  of —  new  construction, 
absorption  rates,  employmem  trends,  and  vacancy  rates,  are  useful  in  evaluating  the 
condition  of  commercial  real  estate  markets.  Weaknesses  disclosed  by  these  types  of 
statistics  may  indicate  that  a  real  estate  market  is  experiencing  difficulties  that  may 
result  in  cash  flow  problems  for  individual  real  estate  projects,  declining  real  estate 
values,  and  ultimately,  in  troubled  commercial  real  estate  loans. 

Indicators  of  potential  or  actual  difficulties  in  commercial  real  estate  projects  may 
include: 

•  An  excess  of  similar  projects  under  construction. 

•  Construction  delays  or  other  unplanned  adverse  events  resulting  in  cost  overruns 
that  may  require  renegotiation  of  loan  terms. 

•  Lack  of  a  sound  feasibility  study  or  analysis  that  reflects  current  and  reasonably 
anticipated  market  conditions. 

•  Changes  in  concept  or  plan  (for  example,  a  condominium  project  convened  to  an 
apartment  projea  because  of  unfavorable  market  cotKlitions). 

•  Rem  concessions  or  sales  discounts  resulting  in  cash  flow  below  the  level  projected 
in  the  original  feasibility  smdy  or  appraisal 

•  CotKxssions  on  finishing  tenant  space,  moving  expenses,  and  lease  buyouts. 
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•  Slow  leasing  or  lack  of  sustained  sales  activity  and  increasing  sales  cancellations 
that  may  reduce  the  project's  income  potential,  resulting  in  protracted  repaymem  or 
default  on  the  loan. 

•  Delinquent  lease  payments  £rom  major  tenants. 

•  Land  values  that  assume  future  rezxMiing. 

•  Tax  arrearages. 

As  the  problems  associated  with  a  commercial  real  estate  projea  become  more 
pronounced,  problems  with  the  related  indebtedness  may  also  arise.  Such  problems 
include  diminished  cash  flow  to  service  the  debt  and  delinquent  interest  and  principal 
paymeius.  ,. 

While  some  commercial  real  estate  loans  become  troubled  because  of  a  general 
downturn  in  the  market,  others  become  troubled  because  they  were  originated  on  an 
unsound  or  a  liberal  basis.  Common  examples  of  these  types  of  problems  include: 

•  Loans  with  no  or  minimal  borrower  equity. 

•  Loans  on  speculative  undeveloped  property  where  the  borrowers'  only  source  of 
repayment  is  the  sale  of  the  property. 

•  Loans  based  on  land  values  that  have  been  driven  up  by  rapid  turnover  of 
ownership,  but  without  any  corresponding  improvements  to  the  property  or  su{q)on- 
able  income  projections  to  justify  an  increase  in  value. 

•  Additional  advances  to  service  an  existing  loan  that  lacks  credible  suppoit  for  full 
repayment  from  reliable  sources. 

•  Loans  to  borrowers  with  ik>  development  plans  or  noncurrent  development  plans. 

•  Renewals,  extensions  and  refinancings  that  lack  credible  support  for  full  repaymeitt 
from  reliable  sources  and  that  do  not  have  a  reasonable  repaymem  schedule.* 

Examiner  Review  of  Individual  Loans,  Including  the  Analysis  of  Collateral  Value. 
The  focus  of  an  examiner's  review  of  a  commercial  teal  estate  loan,  including  binding 
commitments,  is  the  ability  of  the  loan  to  be  repaid.  The  principal  factors  that  bear  on 
this  analysis  are  the  income-producing  potential  of  the  underlying  collateral  and  the 
borrower's  willingness  and  capacity  to  repay  under  the  existing  loan  tenns  from  the 
borrower's  other  resources  if  necessary.  In  evaluating  the  overall  risk  associated  with 


'  A*  itiirntfinf  nofe  fully  in  ite  mcuod  m  >«— "fc^j"*  guidelinei,  ihe  trfiMndng  or  tmewm%  of  loHU  to  MODd 
booqwen  would  not  lewlt  in  a  wpavuoiy  dinifif  tinw  or  criiidaB  mku  well -defined  we«lBiCMe«  ejd«t  tlwt  je<yMdue 
icpoyneni  ct  the  loom.  ^~r««-»t  with  loyad  baakinc  pncneei,  imanniom  diouid  woifc  is  an  apprapiau  and 
r  wih  lnjiiuwut  vtenay  be  capaikncMH  unponiy  difliniltifi. 
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a  commercial  real  estate  loan,  examiners  consider  a  number  of  factore,  including  the 
character,  overall  financial  condition  and  resources,  and  payment  itcord  of  the 
borrower,  the  prospects  for  support  from  any  financially  responsible  guarantors;  and 
the  nature  and  degree  of  protection  provided  by  the  cash  flow  and  value  of  the 
underlying  collateral.'  However,  as  other  sources  of  repaymem  for  a  troubled 
commercial  teal  estate  loan  become  inadequate  over  time,  the  importance  of  the 
collateral's  value  in  the  analysis  of  the  loan  necessarily  increases. 

The  appraisal  regulations  of  the  federal  bank  and  thhft  regulatory  agencies  require 
institutions  to  obtain  ai^raisals  when  certain  criteria  are  met'  Management  is 
responsible  for  reviewing  each  appraisal's  assumptions  and  conclusions  for  reasonable- 
ness. Appraisal  assumptions  should  not  be  based  solely  on  currem  conditions  that 
ignore  die  stabilized  income-producing  capacity  of  the  property.^  Managemem  should 
adjust  any  assumptions  used  by  an  appraiser  in  determining  value  that  are  overly 
optimistic  or  pessimistic. 

An  examiner  analyzes  the  collateral's  value  as  determined  by  the  institution's  most 
recent  appraisal  (or  internal  evaluation,  as  applicable).  An  examiner  reviews  the  major 
facts,  assumptions,  and  approaches  used  by  the  apfn^ser  (including  any  conmients 
made  by  management  on  the  value  rendered  by  the  appraiser).  Under  the 
circumstances  described  below,  the  examiner  may  make  adjustments  to  diis  assessmem 
of  value.  This  review  and  any  resulting  adjustments  to  value  are  solely  for  purposes 
of  an  examiner's  analysis  and  classification  of  a  credit  and  do  not  involve  actual 
adjustments  to  an  appraisal 

A  discounted  cash  flow  analysis  is  an  appropriate  method  for  estimating  the  value  of 
income-producing  real  estate  collateral.'    This  i^jproach  is  discussed  in  more  detail  in 
Attachment  2.  This  analysis  should  not  be  based  solely  on  the  current  performance  of 
the  collateral  or  similar  properties;  rather,  it  should  take  into  account,  on  a  discourued 
basis,  the  ability  of  the  real  estate  to  generate  income  over  time  based  upon  reasonable 
and  supportable  assumptions. 


'  The  ■—'"««—  of  gunmeM  in  the  cliiiifinrioD  proccu  is  ditcimrd  in  Anadmiatt  1. 


*  DcfniBCM  of  ihe  Treumy,  Office  of  ibe  ConpirolUi  of  the  Cnntocy,  12  CFR  Pin  34  (Docte  No.  90-16):  Boavtf 
of  Cawemon  of  the  Fedenl  Reserve  Syflcm.  12  CFR  Pans  208  aid  225  (Reguluiao  H  sod  Y;  Dodui  No.  R-068S): 
Federal  Dqioeii  Insomice  Cotponuan,  12  CFR  323  (RIN  3064-ABQSX  tXeputmem  of  the  Tieumy.  Office  of  Thiiti 
S^ienasiafi,  12  CFR  Pan  564  (Dodcei  Na  90-1495). 

*  Sishibird  income  generally  is  defined  as  dte  ycaily  net  opentiat  income  pradoced  by  the  prapeny  «  noRnd 
oocnpMicy  aid  icaul  rales;  ii  may  be  adjusted  upwitd  or  downward  fram  today's  actual  maikct  coodlitioBS. 

'  The  ital  estate  appraisal  ragulations  of  the  fedenl  bmik  wd  ihiifi  legulatocy  agcndet  include  a  lojuiiuueu  dial  ai 
^praisal  (a)  follow  a  reasonable  valuaiian  method  thai  addresses  the  diica  sales  oampahson.  income,  and  ooct  appnaches 
to  maiket  value;  (b)  leooDcile  these  appreacbes;  and  (c)  explain  Ibe  rKminarion  of  each  sppioach  not  used.  A  discounted 
cash  flow  analysis  is  recognized  at  a  valoauoo  method  for  the  moomc  approadx. 
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When  reviewing  the  reasonableness  of  the  facts  and  assumptions  associated  with  die 
value  of  the  collateral,  examiners  may  evaluate: 

Curreru  and  projected  vacancy  and  absorption  rates; 

Lease  renewal  trends  and  anticipated  rents; 

Volume  and  trends  in  past  due  leases; 

Effective  rental  rates  or  sale  prices  (taking  into  accouiu  all  concessions); 

Net  operating  income  of  the  property  as  compared  with  budget  projections;  and 

Discount  rates  arxl  direct  capitalization  ("cap")  rates.' 

The  cspidvy  of  a  property  to  generate  cash  flow  to  service  a  loan  is  evaluated  based 
upon  rents  (or  sales),  expenses,  and  rates  of  occupancy  that  are  reasonatdy  estimated  to 
be  achieved  over  time.  The  determination  of  the  level  of  stabilized  occupancy  and 
rental  rates  should  be  based  upon  an  analysis  of  current  and  reasonably  expected 
market  conditions,  taking  into  consideration  historical  levels  when  i^ropriate.  The 
arudysis  of  collateral  values  should  not  be  based  upon  a  simple  projection  of  current 
levels  of  net  operating  income  if  markets  are  depressed  or  reflea  speculative  pressures 
but  can  be  expected  over  a  reasonable  period  of  time  to  return  to  normal  (stabilized) 
conditions.  Judgment  is  involved  in  determining  the  time  that  it  will  take  for  a 
property  to  achieve  subilized  occupancy  and  rental  rates. 

Examiners  do  not  make  adjustments  to  appraisal  assumptions  for  credit  analysis 
purposes  based  on  worst  case  scenarios  that  are  unlikely  to  occur.  For  example,  an 
examiner  would  not  necessarily  assume  that  a  building  will  become  vacant  just 
because  an  existing  tenant  who  is  renting  at  a  rate  above  today's  market  rate  may 
vacate  the  property  when  the  current  lease  expires.  On  the  other  hand,  an  adjustmem 
to  value  may  be  appropriate  for  credit  analysis  purposes  when  the  valuation  assumes 
renewal  at  the  above-market  rate,  unless  that  rate  is  a  reasonable  estimate  of  the 
expected  market  rate  at  the  time  of  renewal. 

When  estimating  the  value  of  income-producing  real  estate,  discount  rates  and  "cap" 
rates  should  reflect  reasonable  expectaticHis  about  the  rate  of  return  that  investors 
require  under  normal,  orderly  and  sustainable  market  conditions.  Exaggerated, 
imprudent,  or  unsustainably  high  or  low  discount  rates,  "cap"  rates,  and  income 
projections  should  not  be  used.  Direct  capitalization  of  nonstabilized  income  flows 
should  also  not  be  used. 

Assumptions,  when  recently  made  by  qualified  i^raisers  (and,  as  ^ipropriate,  by 
institution  management)  and  when  consistent  with  the  disctission  above,  should  be 


*  Aoadancm  2  indudet  >  diicunioii  of  diicoBm  ma  mi  duca  nyiiiliTinnn  wm. 
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given  a  reasonable  amount  of  deference.  Examiners  should  not  challenge  the 
undeilying  assumptions,  including  discount  rates  and  "cap"  rates  used  in  appraisals, 
that  differ  only  in  a  limited  way  from  norms  that  would  generally  be  associated  with 
the  property  under  review.  The  estimated  value  of  the  urulerlying  collateral  may  be 
adjusted  for  credit  analysis  purposes  when  the  examiner  can  establish  that  any  underly- 
ing facts  or  assumptions  are  inappropriate  and  can  support  alternative  assumptions. 


Classification  Guidelines 

As  with  other  types  of  loans,  commercial  real  estate  loans  that  are  adequately  protected 
by  the  current  sound  worth  and  debt  service  capacity  of  the  borrower,  guarantor,  or  the 
underlying  collateral  generally  are  not  classified.  Similarly,  loans  to  sound  borrowers 
that  are  refinanced  or  renewed  in  accordance  with  prudent  underwriting  staiKlards. 
including  loans  to  creditworthy  commercial  or  residential  real  estate  developers,  should 
tx)t  be  classified  or  criticized  unless  well-defined  weaknesses  exist  that  jeopardize 
repayment  An  institution  will  not  be  criticized  for  continuing  to  carry  loans  having 
weaknesses  that  result  in  classification  or  criticism  as  long  as  the  institution  has  a  well- 
conceived  and  effective  workout  plan  for  such  borrowers,  and  effective  iiuemal 
controls  to  manage  the  level  of  these  loans. 

In  evaluating  commercial  real  estate  credits  for  possible  classification,  examiners  q)ply 
standard  classification  definitions  (Aitachmetu  3).'°  In  determining  the  apptopriaic 
classification,  consideration  should  be  given  to  all  important  information  on  repayment 
prospects,  including  information  on  the  borrower's  creditworthiness,  the  value  of,  and 
cash  flow  provided  by,  all  collateral  supporting  the  loan,  and  any  suf^rt  provided  by 
financially  responsible  guararuors. 

The  loan's  record  of  performance  to  date  is  important  and  must  be  taken  into 
consideration.  As  a  general  principle,  a  performing  commercial  real  estate  loan  should 
not  automatically  be  classified  or  charged-off  solely  because  the  value  of  the 
underlying  collateral  has  declined  to  an  amouru  that  is  less  than  the  loan  balance. 
However,  it  would  be  appropriate  to  classify  a  performing  loan  when  well-defined 
weaknesses  exist  that  jeopardize  repayment,  such  as  the  lack  of  credible  support  for 
full  repayment  from  reliaUe  sources." 

These  principles  bold  for  individual  credits,  even  if  portions  or  segments  of  the 
industry  to  which  the  borrower  belongs  are  experiencing  financial  difficulties.  The 
evaluation  of  each  credit  should  be  based  upon  the  fundamental  characteristics 


"  Tboe  '«>«'"«<«-..  ue  pRtoued  m  Anirtmmt  3  aid  addrtu  asieu  dauifiad  'rabwrnrfatd.'  'doabrfuL*  or  Iom"  for 
npaviKxy  pnipoMt. 

"  AaotlKr  itfue  that  triset  in  the  review  of  •  tMiinif.w.iil  ml  estue  la«  is  the  lou'i  maimem  u  n  acouinf  auet 
or  •*  t  DOMCciual  tstci  for  icponins  pmpoKt.  Hie  fedenl  bnk  and  Ifarift  legulaiofy  acendet  have  provided  gnidaooe 
OD  oooaccnial  lUiiu  in  the  iiatnictioni  for  die  Repoiu  of  Coodiuaa  and  Inoonie  (Call  Repoiu)  for  banki.  and  in  the 
iwmiciiani  for  die  Thrift  FioaDdal  Rcpoit  for  lavingi  auociaiiant,  and  io  itlmad  mpervisoiy  gnidance  of  the  ageaaes. 
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affecting  the  collectibility  of  the  particular  ciediL  The  problems  broadly  associated 
with  some  sectors  or  segments  of  an  irKlustry.  such  as  certain  commercial  real  estate 
markets,  should  not  lead  to  overly  pessimistic  assessments  of  particular  credits  diat  art 
not  affected  by  the  problems  of  the  troubled  sectors. 

ClassificatJon  of  troubled  project-dependent  coininerdal  real  estate  loans.''  The 

following  gtiidelines  for  classifying  a  troubled  commercial  real  estate  loan  apply  v^lien 
the  repayment  of  the  debt  will  be  provided  solely  by  the  underlying  real  estate 
collateral,  and  there  arc  no  other  available  and  reliable  sources  of  repaymem. 

As  a  general  principle,  for  a  troubled  project-dependent  commercial  real  estate  loan, 
any  portion  of  the  loan  balance  that  exceeds  the  amoum  that  is  adequately  secured  by 
the  value  of  the  collateral,  and  that  can  cleaiiy  be  identified  as  uncoUectible.  should  be 
classified  loss.""  The  portion  of  the  loan  balance  that  is  adequately  secured  by  the 
value  of  the  collateral  should  generally  be  classified  no  worse  than  "substandard."  The 
amoum  of  the  loan  balance  in  excess  of  the  value  of  die  collateral,  or  portions  thereof, 
should  be  classified  "doubtful"  when  the  potential  for  full  loss  may  be  mitigated  by  the 
outcomes  of  certain  pending  events,  or  when  loss  is  expected  but  the  amoum  of  the 
loss  cannot  be  reasonably  determined. 

If  warranted  by  the  underlying  circumstances,  an  examiner  may  use  a  "doubtful" 
classification  on  the  entire  loan  balance.  However,  this  would  occur  infrequentiy. 

Guidelines  for  classifying  partially  charged-off  loans.  Based  upon  consideration  of 
all  relevant  factors,  an  evaluation  may  indicate  that  a  credit  has  well-defined 
weaknesses  that  jeopardize  collection  in  full,  but  that  a  portion  of  the  loan  may  be 
reasonably  assured  of  collection.  When  an  institution  has  taken  a  charge-off  in  an 
amount  sufficient  that  the  remaining  recorded  balance  of  the  loan  (a)  is  being  serviced 
(based  upon  reliable  sources)  and  (b)  is  reasonably  assured  of  collection,  classification 
of  the  remaining  recorded  balance  may  not  be  appropriate.  Classification  would  be 
appropriate  when  well-defined  weaknesses  continue  to  be  ptesem  in  the  remaining 
recorded  balance.  In  such  cases,  the  remaining  recorded  balance  would  generally  be 
classified  no  more  severely  than  "substandartL" 

A  more  severe  classification  than  "substandard"  for  the  remaining  recorded  balance 
would  be  appropriate  if  the  loss  exposure  cannot  be  reasonably  determined,  e.g.,  where 
significam  risk  exposures  are  perceived,  such  as  might  be  the  case  for  bankruptcy 
situations  or  for  loans  collateralized  by  properties  subject  to  environmental  hazards. 
In  addition,  classification  of  the  remaining  recorded  balance  would  be  appropriate 
when  sources  of  repayment  are  considered  unreliable. 


"  The  diicasnao  in  ihii  leoion  it  na  incDded  to  ^dreu  lorn  ihu  must  be  treated  u  'aba  ml  efUie  owned'  for 
benk  regulMoty  leponing  puipotet  or  'real  estate  owned'  for  thiift  legulaioiy  itpottiBg  pwpoies.  Gindiaoe  on  these  assets 
is  presented  in  supervisory  nd  leponiDg  (uidance  of  the  a(eaaes. 

"  For  purposes  cf  thii  discustioo.  the  'value  of  the  coUateraT  is  the  vahie  used  by  the  atrnnma  for  credit  analysis 
purposes,  ai  disaiited  m  a  previous  secticn  of  this  policy  statemen. 
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Guidelines  for  classifying  formally  restructured  loans.  The  classification  treatment 
previously  discussed  for  a  partially  charged  off  loan  would  also  generally  be 
appropriate  for  a  formally  restructured  loan  when  partial  charge-ofTs  have  been  taken. 
For  a  formally  restructured  loan,  die  focus  of  the  examiner's  analysis  is  on  the  ability 
of  the  borrower  to  repay  the  loan  in  accordance  with  its  modified  terms.  Qassification 
of  a  formally  restructured  loan  would  be  ai^ropriate,  if,  after  the  restructuring,  well- 
defined  weaknesses  exist  that  jeopardize  the  orderly  repayment  of  the  loan  in 
accordaiKX  with  reasonable  modeled  terms}*  Troubled  commercial  real  estate  loans 
whose  terms  have  been  restructured  should  be  identified  in  the  institution's  imeraal 
credit  review  system,  and  closely  monitored  by  management 


Review  of  the  Allowance  for  Loan  and  Lease  Losses  (ALLL)*' 

The  adequacy  of  a  depository  institution's  ALLL,  including  amounts  based  on  an 
analysis  of  the  commercial  real  estate  portfolio,  must  be  based  on  a  careful,  well 
documented,  and  consistently  i^lied  analysis  of  the  institution's  loan  and  lease  poitfo- 
lio." 

The  determination  of  the  adequacy  of  the  AT  .T.I,  should  be  based  upon  management's 
consideration  of  all  current  significant  conditions  that  might  affect  the  ability  of 
boiTowers  (or  guarantors,  if  any)  to  fulfill  their  obligations  to  the  institution.  While 
historical  loss  experience  provides  a  reasonable  starting  point,  historical  losses  or  even 
recent  trends  in  losses  are  not  sufficient  without  further  analysis  and  cannot  produce  a 
reliable  estimate  of  anticipated  loss. 

In  determining  the  adequacy  of  the  ALLL.  managemeiu  should  also  consider  other 
factors,  including  changes  in  the  nature  and  volume  of  the  portfolio;  the  experience, 
ability,  and  depth  of  lending  management  and  staff;  changes  in  credit  standards;  collec- 
tion policies  and  historical  collection  experience;  concentrations  of  credit  risk;  trends  in 
the  volume  and  severity  of  past  due  and  classified  loans;  and  trends  in  the  volume  of 
nonaccTual  loans,  specific  problem  loans  and  commitments.  In  addition,  this  analysis 
should  consider  the  quality  of  the  institution's  systems  and  management  in  identifying, 
monitoring,  and  addressing  asset  quality  problems.  Furthermore,  management  should 
consider  external  factors  such  as  local  aiKl  national  economic  conditions  and 


■*  An  lawiplr  at  t  itdrocnoed  oammadjJ  real  etute  Ion  that  doet  nor  have  iraKwaNe  modified  lenni  would  be  a 
*CMfa  flow*  moncaie  whidi  lequues  iiueiui  paymeou  tmly  wbca  the  aoderiyiaf  ooUatenl  icneraiet  cash  flow  tnt  provida 
DO  mhwimtve  beaefiit  to  the  kudtof  innitiniai 

"  Eadi  et  the  fedetal  bank  end  thrift  R(iilaary  agencaet  have  iuued  gmitaee  on  the  allowance  for  kmt  mti  kaie 
loues.  The  foUowmg  diiciiiiion  wnmuhies  geneial  prindpkt  for  itifiihn  ihe  adequacy  of  the  allowance  for  loan  and 


**  The  enmation  prooen  dctcribed  in  this  KOitii  penniu  for  a  more  accunie  esiimaie  of  anticipated  leases  than  could 
be  adnewed  by  nifiiint  the  loan  ponfolio  solely  on  an  a(|ie|Me  basis.  However,  it  is  only  an  estimaiiao  process  and 
does  ooi  imply  that  any  pan  of  the  ALLL  is  segrefaied  for,  or  allocated  to,  any  particular  asset  or  (roup  of  asseu.  The 
ALLL  is  available  to  ahnxb  all  credit  losses  ociginatiiig  fiam  the  loan  and  lease  pocifolia 
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developments;  competition;  and  legal  and  regulatory  requirements;  as  well  as 
reasonably  foreseeable  events  that  are  likely  to  affect  the  collectibility  of  the  loan 
portfolio. 

Management  should  adequately  document  the  factors  that  were  considered,  the 
methodology  and  process  that  were  used  in  detennining  the  adequacy  of  the  ALLL, 
and  the  range  of  possible  credit  losses  estimated  by  this  process.  The  complexity  and 
scope  of  this  analysis  must  be  appropriate  to  the  size  and  nature  of  the  institution  and 
provide  for  sufficient  flexibility  to  accommodate  changing  circumstances. 

Examiners  will  evaluate  the  methodology  and  process  diat  management  has  followed 
in  arriving  at  an  overall  estimate  of  the  ALLL  in  order  to  assure  diat  all  of  the  relevant 
factors  affecting  the  collectibility  of  the  portfolio  have  been  appropriately  considered. 
In  addition,  the  overall  estimate  of  the  ALLL  and  the  range  of  possible  credit  losses 
estimated  by  management  will  be  reviewed  for  reascmableness  in  view  of  these  factors. 
This  examiner  analysis  will  also  consider  the  quality  of  the  institution's  systems  and 
management  in  identifying,  monitoring,  and  addressing  asset  quality  problems. 

As  discussed  in  the  previous  section  on  classification  guidelines,  the  value  of  the 
collateral  is  considered  by  examiners  in  reviewing  and  classifying  a  commercial  real 
estate  loan.  However,  for  a  performing  conmiercial  real  estate  loan,  the  supervisory 
policies  of  the  agencies  do  not  require  automatic  itKreases  to  the  ALLL  solely  because 
the  value  of  the  collateral  has  declined  to  an  amount  that  is  less  than  the  loan  balance. 

In  assessing  the  ALLL  during  examinations,  it  is  important  to  recognize  that 
management's  process,  methodology,  and  undertying  assumptions  require  a  substantial 
degree  of  judgment  Even  when  an  institution  maintains  sound  loan  administration  and 
collection  procedures  and  effective  internal  systems  and  controls,  the  estimation  of 
anticipated  losses  may  not  be  precise  due  to  the  wide  range  of  factors  that  must  be 
considered.  Further,  the  ability  lo  estimate  anticipated  loss  on  specific  loans  and 
categories  of  loans  improves  over  time  as  substantive  information  accumulates 
regarding  the  factors  affecting  repayment  prospects.  When  management  has  (a) 
maintained  effective  systems  and  controls  for  identifying,  monitoring  and  addressing 
asset  quality  problems  and  (b)  analyzed  all  significant  factors  affecting  the 
collectibility  of  the  portfolio,  considerable  weight  should  be  given  to  management's 
estimates  in  assessing  the  adequacy  of  the  ALLL. 
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Attachment  1 


TREATMENT  OF  GUARANTEES 
IN  THE  CLASSIFICATION  PROCESS 


Initially,  the  original  source  of  repayment  and  the  bonower's  intern  and  ability  to 
fulfill  the  obligation  without  reliance  on  third  party  guarantois  will  be  the  primary 
basis  for  the  review  and  classification  of  assets.'  The  federal  bank  and  thrift 
regulatory  agencies  will,  however,  consider  the  support  provided  by  guarantees  in  the 
determination  of  the  appropriate  classification  treatment  for  troubled  loans.  The 
presence  of  a  guarantee  from  a  "financially  responsible  guarantor,"  as  described  below, 
may  be  sufBcieru  to  preclude  classification  or  reduce  the  severity  of  classification. 

For  purposes  of  this  discussion,  a  guarantee  from  a  "financially  responsible  guarantor" 
has  the  following  attributes: 

•  The  guarantor  must  have  bo^  the  financial  capacity  and  willingness  to  provide 
support  for  the  credit; 

•  The  nature  of  the  guarantee  is  such  that  it  can  provide  support  for  repayment  of  the 
indebtedness,  in  whole  or  in  part,  during  the  remaining  loan  term;  zaf 

•  The  guarantee  should  be  legally  enforceable. 

The  above  characteristics  generally  irvlicate  that  a  guarantee  may  improve  the 
prospects  for  repayment  of  the  debt  obligatioiL 

Considerations  relating  to  a  guarantor's  financial  capacity.  The  lending  institution 
must  have  sufficient  information  on  the  guarantor's  financial  condition,  iiK»me. 
liquidity,  cash  flow,  contingent  liabilities,  and  other  relevant  factors  (irKluding  credit 
ratings,  when  available)  to  demonstrate  the  guarantor's  financial  capacity  to  fulfill  the 
obligation.  Also,  it  is  important  to  consider  the  number  and  amount  of  guararuees 
currently  extended  by  a  guarantor,  in  order  to  determine  that  the  guarantor  has  the 
finaricial  c^>acity  to  fulfill  the  contingent  claims  that  exist 

Considenitions  relating  to  a  guarantor's  wfllingness  to  repay.  Examiners  normally 
rely  on  their  analysis  of  the  guarantor's  financial  strength  and  assume  a  willingness  to 
perform  unless  there  is  evideiux  to  the  contrary.  This  assumption  may  be  modified 


'  Some  IcMBU  tie  onciiiaie<l  bued  primuily  apoD  dw  finmriil  «ita|>fa  of  ifae  fanaar,  who  is,  in  inhwinfT.  the 
pomaiy  louroe  of  npaymoiL  h  nidi  aiaimsuncet,  esjouiien  genamlly  uttu  the  oaUeaibilay  cf  the  loai  based  opon 
the  guanmor't  ability  to  rep^r  the  Umi. 

*  Some  (uannteet  nuy  only  prowide  for  n^ipan  for  oeiuin  pbues  ct  a  nal  enaie  pnijecL  It  would  not  be  appropdaie 
to  idy  upon  iheK  guamiees  to  avpoit  a  tranbied  lom  after  die  cnrnplrtion  of  iheie  phases. 
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based  on  the  "track  recoix)"  of  the  guarantor,  including  payments  made  to  date  on  the 
asset  under  review  or  other  obligations. 

Examiners  give  due  consideration  to  those  guarantors  that  have  demonstrated  their 
ability  and  willingness  to  fulfill  previous  obligations  in  their  evaluation  of  cunent 
guarantees  on  similar  assets.  An  important  consideration  will  be  whether  previously 
required  perfomiance  under  guarantees  was  voluntary  or  the  result  of  legal  or  other 
actions  by  the  lender  to  enforce  the  guarantee.  However,  examiners  give  limited 
credence,  if  any,  to  guarantees  from  obligors  who  have  reneged  on  obligations  in  the 
past,  unless  there  is  clear  evidence  that  the  guarantor  has  the  ability  and  intent  to 
honor  the  specific  guarantee  obligation  under  review. 

Examiners  also  consider  the  economic  incemives  for  performance  from  guarantors: 

•  Who  have  already  partially  performed  under  the  guarantee  or  who  have  other 
significant  investments  in  the  project; 

•  Whose  other  sound  projects  are  cross-coUaieralized  or  otherwise  intertwined  with 
the  credit;  or 

•  Where  the  guarantees  are  collateralized  by  readily  marketable  assets  that  are  under 
the  control  of  a  third  party. 

Other  considerations.  In  general,  only  guararttees  that  are  legally  enforceable  will  be 
relied  upon.  However,  all  legally  enforceable  guaraiuees  may  not  be  acceptable.  In 
addition  to  the  guarantor's  financial  capacity  and  willingness  to  perform,  it  is  expected 
that  the  guarantee  will  not  be  subjea  to  significant  delays  in  collection,  or  undue 
complexities  or  uncertainties  about  the  guarantee. 

The  nanire  of  the  guarantee  is  also  considered  by  examiners.  For  example,  some 
guarantees  for  real  estate  projects  only  pertain  to  the  (tevelopment  atKl  construction 
phases  of  the  project  As  such,  these  limited  guarantees  would  tK)t  be  relied  upon  to 
support  a  troubled  loan  after  the  completion  of  those  {biases. 

Examiners  also  consider  the  institution's  intent  to  enforce  the  guaraiuee  and  whether 
there  are  valid  reasons  to  preclude  an  institution  from  pursuing  the  guarantee.  A 
history  of  timely  enforcement  and  successful  collection  of  the  full  amount  of 
guarantees  will  be  a  positive  consideration  in  the  classification  process. 
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Attachment  2 
THE  VALUATION  OF  INCOMEPRODUCING  REAL  ESTATE 


Approaches  to  the  Valuation  of  Real  Elstate 

^>praisals  are  professional  judgments  of  the  maiket  value  of  real  propeity.  Three 
basic  valuation  approaches  are  used  by  professional  appraisers  in  estimating  the  market 
value  of  real  propeity  -  the  cost  approach,  ttie  maiket  data  or  direa  sales  comparison 
i^jproach,  and  the  income  approadL  The  piinciples  governing  the  three  approaches  are 
widely  known  in  the  appraisal  field  and  were  recently  referenced  in  parallel  regulations 
issued  by  each  of  the  federal  bank  and  thrift  regulatory  agencies.  When  evaluating  the 
collateral  for  problem  credits,  the  three  valuation  approaches  are  not  equally 
appropriate. 

1.  Cost  Approach.  In  the  cost  approach,  the  appraiser  estimates  the  reproduction 
cost  of  the  building  and  improvements,  deducts  estimated  depreciation,  and  adds 
the  value  of  the  land.  The  cost  approach  is  paiticulariy  helpful  when  reviewing 
draws  on  constmction  loans.  However,  as  the  propeity  increases  in  age,  both 
reproduction  cost  and  depreciation  become  more  difficult  to  estimate.  Except 
for  special  purpose  facilities,  the  cost  approach  is  usually  inappropriate  in  a 
troubled  real  estate  maiket  because  construction  costs  for  a  new  facility  nonnally 
exceed  the  maiket  value  of  existing  comparable  propeities. 

2.  Market  Data  or  Direct  Sales  Comparison  Approach.  This  approach  examines 
the  price  of  similar  properties  that  have  sold  recently  in  the  local  maiket, 
estimating  the  value  of  the  subjea  property  based  on  the  comparable  properties' 
selling  price.  It  is  very  important  that  the  characteristics  of  the  observed 
transactions  be  similar  in  teims  of  maiket  location,  financing  terms,  propeity 
condition  and  use,  timing,  and  transaction  costs.  The  market  approach  generally 
is  used  in  valuing  owner-occupied  residential  propeity  because  comparable  sales 
dau  are  typically  available.  When  adequate  sales  data  are  available,  an  analyst 
generally  will  give  the  most  wei^  to  this  type  of  estimate.  Often,  however,  the 
available  sales  data  for  commeicial  propeities  are  not  sufBcient  to  justify  a 
conclusion. 

3.  The  Income  Approadu  The  economic  value  of  an  income-producing  propeity 
is  the  discounted  value  of  the  fumre  net  operating  income  stream,  including  any 
"reversion"  value  of  prc^rty  when  sold.  If  competitive  markets  are  woiking 
perfectly,  the  observed  sales  price  should  be  equal  to  this  value.  For  unique 
propeities  or  in  markets  that  are  thin  or  subjea  to  disorderiy  or  unusual 
conditions,  maitet  value  based  on  a  comparable  sales  approach  may  be  eidier 
unavailable  or  distorted.  In  such  cases.  Ae  income  approach  is  usually  the 
appropriate  method  for  valuing  the  property. 
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The  income  approach  converts  all  expected  fumre  net  operating  income  into 
present  value  terms.  When  marlcet  conditions  are  stable  and  no  unusual  patterns 
of  future  rents  and  occupancy  rates  are  expected,  the  direa  capitalization  method 
is  often  used  to  estimate  ttie  present  value  of  future  income  streams.  For 
troubled  properties,  however,  examiners  typically  utilize  the  more  explicit 
discounted  cash  flow  (net  present  value)  method  for  analytical  purposes.  In  that 
method,  a  time  frame  for  achieving  a  "stabilized",  or  normal.  occuparKy  and 
rem  level  is  projected.  Each  year's  net  operating  income  during  that  period  is 
discounted  to  arrive  at  the  present  value  of  expected  future  cash  flows.  The 
property's  anticipated  sales  value  at  the  end  of  the  period  until  stabilization  Qts 
terminal  or  reversion  value)  is  then  estimated.  The  reversion  value  represents 
the  capitalization  of  all  future  income  streams  of  the  property  after  the  projected 
occupancy  level  is  achieved.  The  terminal  or  reversion  value  is  then  discounted 
to  its  present  value  and  added  to  the  discounted  income  stream  to  arrive  at  the 
total  present  market  value  of  the  property. 


Valuation  of  Troubled  Income-Producing  Properties 

When  an  income  property  is  experiencing  financial  difficulties  due  to  general  market 
conditions  or  due  to  its  own  characteristics,  data  on  comparable  property  sales  often 
are  difficult  to  obtain.  Troubled  properties  may  be  hard  to  market,  and  normal 
financing  arrangements  may  not  be  available.  Moreover,  forced  and  liquidation  sales 
can  domirute  market  activity.  When  flie  use  of  comparables  is  not  feasible  (which  is 
often  the  case  for  commercial  properties),  the  net  present  value  of  the  most  reasonable 
expectation  of  the  property's  income-producing  edacity  —  not  just  in  today's  market 
but  over  time  —  offers  the  most  appropriate  method  of  valuation  in  the  supervisory 
process. 

Estimates  of  the  property's  value  should  be  based  upon  reasonable  and  supportable 
projections  of  the  determinants  of  future  net  operating  income:  rents  (or  sales), 
expenses  and  rates  of  occupancy.  Judgment  is  involved  in  estimating  all  of  these 
factors.  The  primary  considerations  for  ttiese  projections  include  historical  levels  and 
trends,  the  currcru  market  performance  achieved  by  the  subject  and  similar  properties, 
and  economically  feasible  and  defensible  projections  of  fiiture  demand  and  supply 
conditions.  To  the  extent  that  current  market  activity  is  dominated  by  a  limited 
number  of  transactions  or  liquidation  sales,  high  "capitalization"  and  discount  rates 
implied  by  such  transactions  should  not  be  used.  Rather,  analysts  should  use  rates  that 
reflea  market  conditions  that  are  neither  highly  speculative  nor  depressed  for  the  type 
of  property  being  valued  and  that  property's  location. 
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Technical  Notes 

In  the  process  of  reviewing  a  real  estate  loan  and  in  the  use  of  the  net  present  value 
approach  of  collateral  valuation,  several  conceptual  issues  often  are  raised.  Tlie 
following  discussion  sets  fonh  the  meaning  and  use  of  those  key  concqxs. 

The  Discount  Rate.  The  discount  rate  used  in  the  net  present  value  approach  to 
convert  iiiture  net  cash  flows  of  income-producing  real  estate  into  present  maricet  value 
teims  is  the  rate  of  return  that  market  participarus  require  for  this  type  of  real  estate 
investment  The  discount  rate  will  vary  over  time  with  changes  in  overall  interest 
rates  and  in  the  risk  associated  with  the  physical  and  financial  characteristics  of  the 
property.  The  riskiness  of  the  property  depends  both  on  the  type  of  real  estate  in 
question  and  on  local  market  conditions.' 

The  Direct  Capitalization  ("Cap"  Rate)  Tedinlque.  The  use  of  "cap"  rates,  or  direa 
income  capitalization,  is  a  method  used  by  many  market  participants  and  analysts  to 
relate  the  value  of  a  property  to  the  net  operating  income  it  generates.  In  many 
api^cations.  a  "c^"  rate  is  used  as  a  short  cut  for  computing  the  discourued  value  of  a 
property's  income  streams. 

The  direa  income  capitalization  method  calculates  the  value  of  a  property  by  dividing 
an  estimate  of  its  "stabilized"  annual  income  by  a  factor  called  a  "cap"  rate.  Stabilized 
income  generaUy  is  defined  as  the  yeariy  net  operating  income  produced  by  the 
property  at  normal  occupancy  and  rental  rates;  it  may  be  adjusted  upward  or 
downward  horn  today's  actual  market  conditions.Thc  "cap"  rate  —  usually  defined  for 
each  property  type  in  a  market  area  —  is  viewed  by  some  analysts  as  the  required  rate 
of  return  stated  in  terms  of  curreru  income.  That  is  to  say,  the  "cap"  rate  can  be 
considered  a  direct  observation  of  the  required  earnings-to-price  ratio  in  currem  income 
terms.  The  "cap"  rate  also  can  be  viewed  as  the  number  of  cents  per  dollar  of  today's 
purchase  price  investors  would  require  armually  over  the  life  of  the  property  to  achieve 
their  required  rate  of  retutiL 

The  "cap"  rate  method  is  appropriate  if  the  net  operating  income  to  which  it  is  applied 
is  representative  of  all  future  income  streams  or  if  net  operating  income  and  the 
property's  selling  price  are  expected  to  increase  at  a  fixed  rate.  The  use  of  this 
technique  assumes  that  either  the  subilized  income  or  the  "cap"  rate  used  accurately 
captures  all  relevaiu  characteristics  of  the  property  relating  to  its  risk  and  income 
potential  If  the  same  risk  factors,  required  rate  of  return,  financing  arrangements,  and 
income  projecticms  are  used,  explicit  discounting  and  direa  capitalization  will  yield  the 
same  results. 


'  Rcfukioiy  policy  of  ifae  OCBce  of  lluift  Siyerviskm  ipecifiei  thai,  for  fiipa>itoiy  pinpoces,  tfaii^ 
met  that  are  ~»»"«»^  with  (cnenlly  arcrpinl  acoomiini  pnnapUi  for  thrifts  (which  aUow  the  oie  <tf  ao  avenge -oon-of- 
dpiul-fundi  f«e  to  ^H''***  net  lealisibk  value)  or  ducouni  met  that  are  mnnwmi  with  the  pncucei  at  the  fedetil 
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Tbis  method  alone  is  not  appropriate  for  troubled  real  estate  since  income  generated  by 
the  property  is  not  at  noimal  or  stabilized  levels.  In  evaluating  troubled  real  estate, 
ordinary  discounting  typically  is  used  for  the  period  before  the  project  reaches  its  full 
income  potential.  A  "terminal"  "cap"  rate  is  then  utilized  to  estimate  the  value  of  the 
property  Ots  reversion  or  sales  price)  at  the  end  of  that  period. 

Differences  Betweoi  Discount  and  Cap  Rates.  When  used  for  estimating  real  estate 
market  values,  discount  and  "cap"  rates  should  teflea  the  current  market  requirements 
for  rates  of  return  on  properties  of  a  given  type.  The  discount  rate  is  the  required  rate 
of  return  including  the  expected  increases  in  future  prices  and  is  applied  to  income 
streams  reflecting  inflation.  In  contrast,  the  "cap"  rate  is  used  in  conjunction  with  a 
stabilized  net  operating  income  figure.  The  faa  that  discount  rates  for  real  estate  ate 
typically  higher  than  "cap"  rates  reflects  the  principal  difference  in  the  treatmem  of 
expected  increases  in  net  operating  irK»me  and/or  property  values. 

Other  factors  affecting  the  "cap"  rate  used  (but  not  the  discount  rate)  include  the  useful 
life  of  the  property  and  financing  arrangements.  The  useful  life  of  the  property  being 
evaluated  affects  the  magnitude  of  the  "cap"  rate  because  the  income  generated  by  a 
property,  in  addition  to  providing  the  required  return  on  investment,  must  be  sufficient 
to  compensate  the  investor  for  the  depreciation  of  the  property  over  its  useful  life. 
The  longer  the  useful  life,  the  smaller  is  the  depreciation  in  any  one  year,  hence,  the 
smaller  is  the  annual  income  required  by  the  investor,  and  the  lower  is  the  "cap"  rate. 
Differences  in  terms  and  the  extent  of  debt  financing  and  the  related  costs  must  also  be 
taken  into  account 

Selecting  Discount  and  Cap  Rates.  The  choice  of  the  appropriate  values  for  discoum 
and  "cap"  rates  is  a  key  aspea  of  income  analysis.   Both  in  mailuts  marked  by  lack  of 
transactions  and  those  characterized  by  highly  speculative  or  unusually  pessimistic 
attitudes,  analysts  consider  historical  required  returns  on  the  type  of  property  in 
questiorL  Where  market  information  is  available  to  determine  curreiu  required  yields, 
analysts  carefully  analyze  sales  prices  for  differences  in  financing,  special  rental 
arrangements,  tenaiu  improvements,  property  location,  and  building  characteristics.  In 
most  local  markets,  the  estimates  of  discouru  and  "cap"  rates  used  in  income  analysis 
should  generally  fall  within  a  fairiy  narrow  range  for  comparable  properties. 

Holding  Period  vs.  Marketing  Period.  When  the  irxxxne  approach  is  i^lied  to 
troubled  properties,  a  time  frame  is  chosen  over  which  a  property  is  expected  to 
achieve  stabilized  occupancy  and  rental  rates  (stabilized  income).  That  time  period  is 
sometimes  referred  to  as  the  "holding  period."  The  longer  the  period  before 
stabilization,  the  smaller  will  be  the  reversion  value  included  in  the  total  value 
estimate. 

The  holding  period  should  be  distinguished  from  the  concept  of  "mariceting  period"  — 
a  term  used  in  estimating  the  value  of  a  property  under  the  sales  comparison  approach 
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and  in  discussions  of  property  value  when  real  estate  is  being  sold.  The  marketing 
period  is  the  lengtfi  of  time  that  may  be  required  to  sell  the  property  in  an  open 
market 
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Glossary 

AppraisaL  A  written  statement  independently  and  impartially  prepared  by  a  qualified 
appraiser  setting  forth  an  opinion  as  to  the  market  value  of  an  adequately  described 
property  as  of  a  specific  date(s),  supported  by  the  presentation  ani  analysis  of  relevant 
marlcet  informatioa 

Capitalization  rate.  A  rate  used  to  convert  income  into  value.  Specifically,  it  is  the 
ratio  between  a  property's  stabilized  net  operating  income  and  the  property's  sales 
price.  Sometimes  referred  to  as  an  overall  rate  because  it  can  be  computed  as  a 
wei^ited  average  of  component  investment  claims  on  net  operating  iix»me. 

Discount  rate.  A  rate  of  return  used  to  convert  future  payments  or  receipts  into  their 
present  value. 

Holding  period.  The  time  fiame  over  which  a  property  is  expected  to  achieve 
stabilized  occupancy  and  raiial  rates  (stabilized  income). 

Market  value.  The  most  probaUe  cash  sale  price  which  a  property  should  bring  in  a 
competitive  and  open  market  under  all  conditions  requisite  to  a  fair  sale,  the  buyer  and 
seller  each  acting  prudently  and  knowledgeably,  and  assuming  the  price  is  not  affected 
by  undue  stimulus.  Implicit  in  this  definition  is  the  consimimation  of  a  sale  as  of  a 
specified  date  and  the  passing  of  title  from  seller  to  buyer  under  corxlitions  whereby: 

1.  buyer  and  seller  are  typically  motivated  (i.e.,  motivated  by  self-interest); 

2.  both  parties  are  well  infonned  or  well  advised,  atKl  acting  in  what  they  consider 
their  own  best  iruerests; 

3.  a  reasonable  time  is  allowed  for  exposure  in  the  open  market; 

4.  payment  is  made  in  terms  of  cash  in  U.S.  dollars  or  in  terms  of  financial 
arrangements  comparable  thereto;  and 

5.  the  price  represents  the  nomud  consideration  for  the  property  sold  unaffected  by 
special  or  creative  financing  or  sales  concessions  granted  by  anyone  associated 
with  the  sale. 

Marketing  period.  The  term  in  which  an  owner  of  a  property  is  actively  attempting  to 
sell  that  property  in  a  competitive  and  open  market 

Net  operating  income  (NOI).  Annual  irKX)me  after  all  expenses  have  been  deducted, 
except  for  depreciation  and  debt  service. 
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Attacfainent  3 
Classification  Definitions^ 


The  federal  bank  and  thrift  regulatory  agencies  currently  utilize  the  following 
definitions  for  assets  classified  "substandard,"  "doubtful,"  and  "loss"  for  si^Krvisoiy 
purposes: 

Substandard  Assets.  A  substandard  asset  is  inadequately  protected  by  the  current 
sound  worth  and  paying  c^)acity  of  the  obligor  or  of  the  collateral  pledged,  if  any. 
Assets  so  classified  must  have  a  well-<iefined  weakness  or  weaknesses  that  jeopardize 
the  liquidation  of  the  debt  They  are  characterized  by  the  distinct  possibility  that  the 
institution  will  sustain  some  loss  if  the  deficiencies  are  not  corrected. 

Doubtful  Assets.  An  asset  classified  doubtful  has  all  the  weaknesses  inherent  in  one 
classified  substandard  with  the  added  characteristic  that  the  weaknesses  make 
collection  or  liquidatirai  in  full,  on  the  basis  of  currently  existing  facts,  conditions,  and 
values,  highly  questionable  and  in^nobable. 

Loss  Assets.  Assets  classified  loss  are  considered  uncollectible  and  of  sudi  little  value 
that  their  continuance  as  bankable  assets  is  not  warranted.  This  classification  does  (XX 
mean  that  the  asset  has  absolutely  no  recovery  or  salvage  value,  but  rather  it  is  not 
practical  or  desirable  to  defer  writing  off  this  basically  worthless  asset  even  though 
partial  recovery  may  be  effected  in  the  future. 


'  OSioc  of  the  Canptralkr  of  Ibe  Qmoicy,  Campmttv't  Handbook  fcr  Naicmal  AwU  Eatmm^t,  Sacaoa  215.1, 
•ntitificMioB  of  Ciediu;*  Board  of  Govemon  of  the  Fedcnl  Retave  Syson,  Ciwwjiuuf  Bank  FTtmtimiium  ttwmal, 
SeaioB  215. 1.  'natiifif  inn  of  Ciediu;'  OtScg  of  Thnft  Sapwvuioo,  Tkiifl  AetivitUj  tUttdaiery  Handbook,  SacaoB  260. 
*a«ifific«iaa  of  Ancu;*  Fedeiml  Dqmit  bunmoe  Coiponaan.  Dtvision  pfSi^tryuiem  ttamtal  efFnmimlitm  Polieiu, 
i3.I.'Lo«it.- 
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Office  of  the  Comptroller  of  the  Currency 

Joint  Statement  Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 

Office  of  Thrift  Supervision 

For  immediate  release 

Interagency  Statement  on  the 
Supervisory  Definition  of  Special  Mention  Assets 

June  10,  1993 


The  March  10,  1993  Interagency  Policy  Statement  on  Credit  Availability  indicated  the  federal 
banking  and  thrift  regulatory  agencies  would  issue  guidance  clarifying  use  of  the  Special 
Mention  definition  for  regulatory  supervision  purposes.  The  four  agencies  have  agreed  on  the 
definition  of  "Special  Mention"  as  stated  below.  This  definition  should  also  be  considered  by 
an  institution  when  performing  its  own  internal  asset  review. 

The  definition  of  Special  Mention  is  as  follows: 

A  Special  Mention  asset  has  potential  weaknesses  that  deserve  management's 
close  attention.  If  left  uncorrected,  these  potential  weaknesses  may  result  in  . 
deterioration  of  the  repayment  prospects  for  the  asset  or  in  the  institution's  credit 
position  at  some  ftiture  date.  Special  Mention  assets  are  not  adversely  classified 
and  do  not  expose  an  institution  to  sufficient  risk  to  warrant  adverse 
classification. 

In  the  past,  the  agencies  used  different  terminology  and  definitions  for  Special  Mention. 
Supervisory  reports  and  their  contents  also  varied  between  agencies.  The  use  of  a  common 
definition  will  lead  to  more  consistent  application  of  supervisory  procedures.  The  definition 
will  also  enable  examiners  to  more  readily  segregate  Special  Mention  assets  &om  those 
warranting  adverse  classification.  It  will  also  ensure  that  the  Special  Mention  category  is  not 
used  to  identify  an  asset  which  has  as  its  sole  weakness  credit  data  exceptions  or  collateral 
documentation  exceptions  that  are  not  material  to  the  repayment  of  the  asset 

The  agencies  are  in  the  process  of  developing  examiner  guidance  explaining  how  the  Special 
Mention  category  will  be  used  in  the  assessment  of  the  overall  condition  of  an  institution.  The 
agencies  have  agreed  to  conform  their  policies  and  guidance  to  the  following  principles: 
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■  •       Classified  assets,  which  by  definition  do  not  include  Special  Mention  assets,  will 

be  the  standard  meastire  used  in  expressing  the  quality  of  a  bank  or  thrift's  loan 
portfolio  and  other  assets.  The  agencies  will  not  express  asset  quality  in  terms 
of  "criticized  assets,"  a  term  that  is  generally  recognized  as  including  both 
Special  Mention  and  classified  assets. 

■  The  agencies  will  ensure  their  policies,  examiner  guidance,  and  internal 
monitoring  systems  do  not  call  for  internal  reporting  of  criticized  asset  totals  or 
percentages.  However,  examiners  will  continue  to  consider  the  level  and  trends 
of  assets  categorized  as  Special  Mention  in  their  analysis  as  appropriate. 

■  In  implementing  Section  132  of  the  FDIC  Improvement  Act,  Standards  for 
Safety  and  Soundness,  the  agencies  will  use  classified  assets  and  not  use 
criticized  assets  as  a  measure  of  asset  quality. 

■  Special  Mention  assets  will  not  be  combined  with  classified  assets  in  reports  of 
examination  or  in  corporate  applications. 

Each  agency  will  make  appropriate  revisions  to  its  examiner  guidance,  and  all  will  work  to 
ensure  their  guidance  is  consistent  among  the  agencies.  The  guidance  will  emphasize  that  it 
is  inappropriate  to  use  the  Special  Mention  category  to  capture  loans  solely  because  of  their 
nature  or  type,  such  as  small  business  lending  or  affordable  housing  lending. 

Implementation  of  the  revised  definition  will  be  effective  immediately.  Examiner  guidance  will 
be  forthcoming  shortly. 


##### 
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N?.   9  3-63 

Office  of  the  Comptroller  of  the  Currency 

Joint  Statement  Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 

Office  of  Thrift  Supervision 


Interagency  Policy  Statement  on 
Examination  Coordination  and  Implementation  Guidelines 

June  10,  1993 

This  statement  outlines  a  program  for  coordinating  examinations  of  insured  depository 
institutions  and  inspections  of  their  holding  companies  by  the  federal  financial  regulatory 
ageiKies.  This  program  expands  on  existing  interagency  agreements,  and  responds  to  the 
.  industry's  concern  over  the  increased  burden  on  organizations  supervised  by  multiple  regulatory 
agencies. 

The  objective  of  the  program  is  to  minimize  disruption  and  avoid  duplicative  examination  efforts 
and  information  requests,  whenever  possible.  The  significant  elements  of  the  program  include: 

■  Coordinating  the  planning,  riming  and  scope  of  examinations  and  inspections  of 
federally  insured  depository  institutions  and  their  holding  companies; 

■  Conducting  joint  interagency  examinations  or  inspections,  when  necessary; 

■  Coordinating  and  conducting  joint  meetings  between  bank  or  bank  holding 
company  management  and  the  regulators; 

■  Coordinating  information  requests;  and 

■  Coordinating  enforcement  actions,  when  appropriate. 

The  program  emphasizes  full  cooperation  and  coordination  by  the  agencies  in  supervisinglarge 
banking  organizations  and  organizations  that  are  in  a  less  than  satisfactory  coixlition.  Additional 
effort  will  also  be  made  to  reduce  the  regulatory  burden  on  the  remaining  population  of 
depository  institutions. 

Guidelines  for  implementation  of  the  program  are  attached. 
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IMPLEMENTATION  GUIDELINES 


PURPOSE 


These  guidelines  were  developed  to  strengthen  coordination  and  cooperation  among  the 
federal  banking  agencies  in  examining  and  supervising  banking  organizations  and  to  carry  out 
the  provisions  of  the  March  10  Interagency  Policy  Statement  intended  to  minimize  the 
disruptions  and  burdens  associated  with  the  examination  process.    The  provisions  are: 

■  Eliminate  duplication  in  examinations  by  multiple  agencies,  unless 
clearly  required  by  law; 

■  Increase  coordination  of  examinations  among  agencies  when  duplication 
is  required;  and 

■  Establish  procedures  to  centralize  and  streamline  examinations  in 
multibank  organizations. 

These  guidelines  address  the  coordination  of  the  examinations  by  federal  agencies  of 
depository  instimtions  and  the  inspections  of  their  holding  companies.    To  achieve  the  desired 
strengthening  in  the  coordination  of  the  federal  agencies'  examination/inspection  activities, 
the  guidelines  focus  on  the  planning,  staffing,  timing  and  conduct  of  examinations  and 
inspections;  the  conduct  of  joint  management  meetings  to  discuss  inspection  and  examination 
findings;  and  other  areas  of  mutual  concern. 


2.     PRIMARY  SUPERVISORY  AND  COORDINATION  RESPONSffilLITY 

Examinations/inspections  of  a  particular  legal  entity  will  be  conducted  by  the  federal 
regulatory  agency  that  has  primary  supervisory  authority  for  that  entity.    In  carrying  out  its 
supervisory  responsibilities  for  a  part  nilar  entity  within  a  banking  organization,  each 
regulatory  agency  will  rely  on  examinations/inspections  conducted  by  the  primary  regulator 
of  the  affiliate  to  the  extent  possible,  thereby  avoiding  unnecessary  duplication  and  disruption 
to  the  banking  organization.   In  certain  situations,  however,  it  may  be  necessary  for  a 
regulatory  agency  other  than  the  entity's  primary  supervisory  authority  to  participate  in  the 
examination  or  inspection  of  the  entity  in  order  to  fulfill  its  regulatory  responsibilities. 
These  guidelines  provide  procedures  for  handling  such  situations. 

Primary  supervisory  authority  and  coordination  responsibilities  are  organized  as  follows: 

OCC  national  banks; 

FDIC  state  nonmember  banks; 

OTS  thrift  holding  companies  and  savings  associations;  and 
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FRB  parent  bank  holding  companies,  nonbank  subsidiaries  of  bank 

holding  companies,  the  consolidated  bank  holding  company  and 
state  member  banks. 

The  primary  federal  regulator  is  responsible  for  scheduling,  staffing  and  setting  the  scope  of 
supervisory  activities,  including  coordinating  formal  and  informal  administrative  actions,  as 
necessary.    In  fiilfilling  these  responsibilities,  the  primary  regulatory  agency  should  consult 
closely  with  the  other  appropriate  agencies  when  there  is  need  for  coordination. 


3.     OVERVIEW 

The  agencies  will  make  every  effort  to  coordinate  the  examinations  and  the  inspections  of 
banking  organizations.   Coordinated  examinations  and  inspections  may  not  be  practical  in  all 
cases  because  of  resource  constraints,  serious  scheduling  conflicts,  or  geographic 
considerations;  however,  particular  emphasis  for  implementing  this  program  will  be  placed 
on  banking  organizations  with  over  $10  billion  in  consolidated  assets  and  those  banking 
organizations  (generally,  with  assets  in  excess  of  $1  billion)  that  exhibit  financial  weaknesses. 


4.     PRE-EXAMINATION  COORDINATION 

Where  multiple  regulators  have  authority  over  a  legal  entity,  representatives  from  the 
appropriate  supervisory  offices  should  meet  quarterly  as  necessary  to  discuss  supervisory 
strategies  for  specific  banking  organizations,  and  at  least  annually  to  review  and  establish 
examination  and  inspection  schedules,  to  plan  for  the  next  year,  and  to  consider  the  need  for 
coordination  in  the  following  areas: 

■  Sharing  the  strategy  and  scope  of  each  examination/inspection; 

■  Determining  if  agencies  other  than  the  primary  regulator  of  a  particular 
entity  should  participate  in  the  examination/inspection  of  that  entity; 

■  Determining  whether  a  consolidated  request  letter  should  be  prepared  to 
avoid  duplicative  information  requests; 

■  Sharing  examination/inspection  work  papers  aixl  resulting  findings  and 
conclusions  from  prior  examinationyinspection  efforts;  or 

■  Other  areas  as  necessary. 
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5.     INTERAGENCY  REVIEW  OF  BANTC,  NONBANK  AND  PARENT  COMPANY 
ACTIVTTIES 

Certain  areas  or  functions  transcend  legal  entity  distinctions,  such  as  internal  audit,  credit 
review  and  the  methodology  for  determining  the  allowance  for  loan  and  lease  losses.    Such 
functions  may  be  located  at  the  bank  or  holding  company  level.   The  primary  regulator  of 
the  depository  instimtion  and  the  holding  company  may  both  have  supervisory  responsibility 
to  assess  such  functions.    In  these  cases,  examinations  or  inspections  of  such  areas  should  be 
conducted  on  a  coordinated  and  concurrent  basis  to  avoid  duplicative  reviews  and 
unnecessary  disruption. 

The  primary  regulator  of  the  entity  being  examined/inspected  should  take  the  lead  on  such  a 
coordinated  examination  or  mspection,  unless  there  is  mutual  agreement  that  another  agency 
will  serve  as  the  lead  agency.    The  responsibilities  of  the  lead  agency,  in  consultation  with 
other  appropriate  agencies,  include  developing  the  scope  of  the  examination  or  inspection  and 
determining  the  staff  requirements.   The  lead  agency  will  also  coordinate 
examination/inspection  scheduling  and  the  presentation  of  examination/inspection  findings  to 
the  appropriate  management. 


6.     COORDINATION  OF  MANAGEMENT  MEETINGS 

At  the  conclusion  of  examinations  and  inspections  conducted  under  these  guidelines,  the 
agencies  should  coordinate  and  plan  joint  meetings  with  the  board  of  directors  to  discuss  the 
findings  and  conclusions.   Agencies  will  be  guided  by  the  coordination  responsibility 
definitions  outlined  in  Provision  2  of  this  program,  unless  otherwise  agreed  upon. 


7.     PROCESS  FOR  HANDLING  SIGNIFICANT  DIFFERENCES  BETWEEN  THE 
AGENCIES  IN  FINDINGS,  CONCLUSIONS  AND  RECOMMENDATIONS 

Prior  to  forwarding  examination  and  inspection  results  to  management  or  boards  of  directors, 
every  effort  should  be  made  to  resolve  any  significant  differences  concerning  major 
findings,  conclusions  and  recommendations. 

Such  differences  should  be  resolved  by  examiners,  or  officials  at  the  regional  level,  within  10 
business  days  of  identification.   If  resolution  cannot  be  achieved  following  full  review  and 
communication  between  the  regional  offices,  the  matter  should  be  referred  to  the  national 
level,  where  it  will  be  resolved  within  a  reasonable  time  frame. 
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8.     INSPECTION  AND  EXAMINATION  REPORTS 

The  priinaJ7  regulator  will  prepare  the  formal  report  of  examination  or  inspection  covering 
the  entity  for  which  it  is  the  primary  federal  regulator  and  in  those  cases  for  which  it  serves 
as  the  lead  agency.    The  report  should  be  addressed  and  transmitted  to  the  directors  of  the 
entity  for  which  the  regulator  is  the  primary  federal  supervisory  authority  and,  as  necessary, 
it  may  be  sent  to  the  directors  of  other  entities  that  have  a  need  for  the  information.   The 
agencies  may  mutually  agree,  if  necessary  and  appropriate,  to  prepare  a  joint  report. 


9.     INFORMATION  REQUESTS 

Any  request  for  information  to  be  obtained  from  an  entity  for  supervisory  purposes  should 
normally  be  made  through  the  entity's  primary  regulator.   The  primary  regulator  should  also 
share  relevant  supervisory  information  with  the  other  appropriate  regulatory  agencies. 


10.     COORDINATING  ENFORCEMENT  ACTIONS 

When  enforcement  action  is  contemplated  by  one  or  more  regulatory  agencies,  consideration 
should  be  given  to  initiating  a  joint  enforcement  action  to  address  and  correct  deficiencies 
within  a  banking  organization.   At  a  minimum,  each  agency  considering  enforcement  action 
should  inform  other  regulatory  agencies.   This  provision  reaffums  the  existing  interagency 
enforcement  agreement. 


11.     OTHER  MATTERS 

The  agencies  will  establish  arrangements  to  monitor  coordination  efforts  and  to  resolve  any 
differences  that  arise  under  this  program. 

The  agencies  will  also  endeavor  to  coordinate  with  state  banking  departments,  where 
appropriate  and  feasible. 


June  10.  1993 
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Office  of  the  Comptroller  of  the  Currency 

Joint  Release         Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 

Office  of  Thrift  Supervision 


For  immediate  release 

Interagency  Policy  Statement  on 
Fair  Lending  Initiatives 

June  10,  1993 

The  four  financial  institution  regulatory  agencies  are  announcing  initiatives  that  they 
will  pursue  over  the  next  several  months  to  enhance  their  ability  to  detect  lending 
discrimination,  to  improve  the  level  of  education  they  provide  to  the  industry  and  to 
their  examiners,  and  to  strengthen  fair  lending  enforcement. 

Background 

A  number  of  interagency  efforts  are  already  completed  or  are  under  way  to  improve  fair 
lending  detection  techniques,  enforcement,  and  education.    For  example: 

■  The  agencies  have  issued  a  joint  statement  to  fmancial  institutions  that  reaffums 
their  commitment  to  the  enforcement  of  the  fair  lending  laws  and  provides  the 
industry  with  guidance  and  suggestions  on  fair  lending  matters. 

■  The  agencies  are  working  on  a  revised  supervisory  enforcement  policy  for 
dealing  with  violations  of  the  Equal  Credit  Opportunity  and  Fair  Housing  Acts. 
This  revised  policy  will  replace  a  policy  issued  in  1981.  The  revised  policy 
specifies  corrective  actions  for  several  different  substantive  violations  of  the 
ECOA  and  FHA. 

■  The  agencies  are  developing  uniform  fair  lending  examination  procedures  and 
training  programs.  The  agencies  believe  these  new  procedures  will  significantly 
strengthen  existing  discrimination  detection  programs.  These  new  examination 
procedures  will  be  publicly  available  this  summer. 

New  Initiatives 

The  four  agencies  will  pursue  the  following  new  initiatives  over  the  next  several 
months: 

(more) 
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1.  Fair  Lending  Training  for  Examiners 

The  agencies  will  develop  a  new  training  program  in  fair  lending  for 
experienced  compliance  examiners  that  will  be  conducted  on  a  regional  basis. 
A  pilot  program  could  be  held  as  early  as  Fall  1993. 

2.  Fair  Lending  Seminar  for  Industry  Executives 

The  agencies  will  develop  and  sponsor  regional  fair  lending  programs  for  top 
level  industry  executives  (chief  executive  officers  and  executive  vice  presidents) 
to  explain  their  efforts  to  enforce  fair  lending  laws  and  to  foster  additional 
sensitivity  and  awareness  among  lenders  about  discrimination  issues,  specifically 
subtle  practices  that  impede  the  availability  of  credit  to  low-income  and  minority 
individuals.    The  first  session  of  this  program  could  be  held  later  this  year. 

3.  Alternative  Discrimination  Detection  Methods 

The  agencies  will  explore  statistically-based  discrimination  analysis  models. 
These  models  may  help  identify  loan  applications  files  for  review  as  part  of  the 
examination  process.  This  will  significantly  enhance  the  agencies'  abilities  to 
identify  loan  ^plicants  that  may  have  received  differential  treatment 

4.  Stronger  Enforcement  of  Fair  Lending  Laws 

Each  agency  will  implement  an  internal  process  for  making  referrals  to  the 
Department  of  Justice  for  violations  of  the  Equal  Credit  Opportunity  Act  These 
internal  procedures  will  ensure  that  appropriate  cases  are  being  put  forth  for 
consideration  by  senior  management 

5.  Improved  Consamer  Complaint  Programs 

The  agencies  believe  that  refinements  to  their  consumer  complaint  systems  can 
also  better  promote  the  broad  availability  of  credit  on  a  non-discriminatory  basis. 
During  the  next  few  months,  each  agency  will  evaluate  the  effectiveness  of  its 
consumer  complaint  system  in  detecting  and  correcting  credit  discrimination,  and 
alerting  the  agencies  to  industry  practices  that  may  inhibit  the  free  flow  of 
credit    Each  agency  will  announce  its  own  specific  initiatives  in  these  areas. 


##### 


690 


O 


NEWS  RELEASE 


Comptroller  of  the  Currency 

Administratt>r  of  National  Bariks  Nr    93-65 

Washington,  DC     20219 


For:  IMMEDIATE  RELEASE  Contact:  (202)874-4700 

Date:   JUNE  10,  1993 


OCC  Announces  New  Programs  for 
Banker  Appeals  and  Consumer  Complaints 

National  banks  that  disagree  with  examination  findings  will  be  able  to  appeal  those  findings 
to  an  Ombudsman  who  reports  directly  to  the  Comptroller  of  the  Currency  under  a  new 
procedure  announced  today.   In  addition,  consumers  can  expect  improved  responses  to 
complaints  about  national  banks  under  a  new  consimier  complaint  program  aimounced  by  the 
Office  of  the  Comptroller  of  the  Currency  (OCC).   The  new  appeals  process  and  consumer 
complaints  program  are  part  of  President  Clinton's  program  to  alleviate  the  problems  of 
credit  availability  to  consumers  and  to  small-  and  medium-size  businesses. 

Appeals  by  Bankers 

"During  the  course  of  an  examination,  legitimate  disagreements  between  examiners  and  the 
banks  they  supervise  are  bound  to  arise,"  said  Comptroller  Eugene  A.  Ludwig.    "In  most 
cases,  these  disagreements  can  be  resolved  through  informal  discussions.   But  when  they 
cannot,  banks  have  a  right  to  a  fair  and  expeditious  review  of  the  disagreement.   This 
process  will  provide  that  review  without  disadvantaging  either  the  bank  or  the  examiner." 

Mr.  Ludwig  said  the  Ombudsman  position  is  located  outside  the  supervision  area.   With  the 
prior  consent  of  the  Comptroller,  die  Ombudsman  has  the  discretion  to  supersede  any  agency 
decision  or  action  on  an  appealable  matter,  he  said.   The  new  process  also  establishes 
specific  deadlines  for  action  on  appeals. 

The  Comptroller  emphasized  that  the  new  appeals  procedures  applied  to  all  agency  actions 
and  decisions  except  when  appeals  would  adversely  affect  safety  and  soundness.   Those 
actions  not  subject  to  appeals  include  the  appointment  of  receivers  and  conservators, 
preliminary  examination  conclusions  that  are  communicated  before  a  final  examination  report 
is  issued,  and  enforcement-related  matters. 

(more) 
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The  new  appeals  procedures  are  outlined  in  a  banking  circular  that  was  mailed  to  all  national 
banlcs  and  examiners  today.   Copies  of  the  circular  are  available  upon  request. 

Consumer  Complaints 

The  OCC  is  also  establishing  a  new  consumer  complaints  program  that  will  include  an  "800" 
telephone  number  for  use  by  consumers.   The  'SOO'  number  will  be  staffed  by  individuals 
who  can  offier  infonnation  and  assistance  to  consumers  interested  in  filing  complaints. 

"Responding  promptly  to  consumer  complaints  is  an  impoitant  pan  of  bank  supervision, " 
Comptroller  Ludwig  said.    "Our  new  program  will  do  a  better  job  of  helping  consumers 
resolve  their  problems  with  individual  national  banks.   In  addition,  some  complaints  may 
help  us  identify  fair  lending  and  other  enforcement  problems. " 

Comptroller  Ludwig  said  the  "800"  number  will  serve  two  purposes.   First,  it  will  remove 
much  of  the  phone  burden  from  experts  in  OCC's  district  offices  and  allow  them  to  devote 
most  of  their  time  to  researching  and  responding  to  written  complaints.   Second,  it  will 
provide  better  access  to  OCC  for  consumers. 


IHHtiHt 
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BOARD  OF  GOVERNORS 

OF  THE 

FEDERAL  RESERVE  SYSTEM 

WASHINQTON,  D.  C.   205SI 


AD  93-60    (FIS) 


DIVISION  OF  BANKING 
SUPERVISION  AND  REQULATION 


June  14,  1993 


TO  THE  OFFICER  IN  CHARGE  OF  SUPERVISION 
AT  EACH  FEDERAL  RESERVE  BANK 

SUBJECT:   Examination  Appeals  Process 


The  Board  has  approved  the  attached  policy  statement 
which  reiterates  the  Federal  Reserve's  longstanding  policies  and 
procedures  for  resolving  differences  between  bankers  and 
examiners  regarding  examination  findings.   The  accompanying  S- 
Letter  has  been  distributed  to  the  presidents  of  each  Reserve 
Bank.   The  S-Letter  also  includes  a  transmittal  letter,  which 
should  be  forwarded  to  all  state  member  banks,  bank  holding 
companies,  and  state-chartered,  uninsured  branches  and  agencies 
of  foreign  banks. 

Should  you  have  any  questions  regarding  the  appeals 
process,  please  contact  Bill  Spaniel,  Supervisory  Financial 
Analyst  at  (202)  452-3469. 


J^^mL^ 


Stephen  C.  Schemerir 
Deputy  Director 


Attachment 


•■i^^§^:  of«« 
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BOARD  OF  GOVERNORS  s-2552 


FEDERAL  RESERVE  SYSTEM 

WMMMaTOM,lt.C  MWI 


TOTMEKMKO 

June   11,    1993 


On  December  13/  1991,  the  Board  of  Governors  of  the 
Federal  Reserve  System  summarized,  in  S-Letter  2546,  its 
longstanding  policy  for  affording  bank  management  an  opportunity 
to  discuss  and  appeal  safety  and  soundness  examination  findings 
with  which  management  disagrees.   The  Board  believes  that  it  is 
important  to  provide  bankers  with  such  opportunities  to  ensure 
that  examination  findings  are  fair  and  balanced,  and  that  they 
consider  all  relevant  information.   Therefore,  the  Board  is 
reiterating  its  previous  guidance  and  supplementing  that  guidance 
with  this  S-Letter. 

In  the  December  1991  letter,  the  Board  noted  that 
institutions  supervised  by  the  Federal  Reserve  can  raise 
questions  during  the  on-site  exeunination  and  have  the  further 
option  of  referring  their  questions  or  concerns  directly  to 
senior  Reserve  Bank  officials,  including,  under  appropriate 
circumstances,  the  Reserve  Bank  president.   In  these  situations. 
Reserve  Bank  officials  have  the  discretion  to  decide  if  the 
matter  under  review  should  be  resolved  by  parties  who  did  not 
directly  participate  in  the  exeunination  in  question.   In 
addition,  the  Board  emphasized  that  Reserve  Bank  officials  have 
the  latitude  to  decide  if  the  matter  should  be  resolved  in  a 
confidential  manner  not  involving  the  individual  in  charge  of  the 
examination.   The  purpose  of  setting  forth  these  procedures  in 
writing  was  to  ensure  that  state  member  bank  management  and 
directors  were  aware  of  the  various  avenues  of  appeal  availeO^le 
to  them. 

The  Board  believes  that  Federal  Reserve  examiners  have 
acted  responsibly  in  conducting  on-site  examinations,  and  that 
its  December  1991  statement,  together  with  the  System's 
longstanding  practices  regarding  the  resolution  of  examination 
differences,  have  provided  an  effective  avenue  of  appeal  for 
state  member  banks.   Nevertheless,  concerns  have  been  expressed 
that  some  bankers  may  not  be  satisfied  with  the  appeals 
procedures  established  by  the  regulators  generally  or  may  still 
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be  reluctant  to  question  examination  findings  for  fear  of  adverse 
consequences . 

To  address  these  concerns  and  to  assure  that  the 
findings  of  safety  and  soundness  examinations  are  based  on  a 
balanced  and  fair  consideration  of  all  relevant  information,  the 
Board  believes  it  is  appropriate  to  reemphasize  its  procedures 
and  practices  in  this  area  and  to  encourage  institutions 
supervised  by  the  Federal  Reserve  with  legitimate  material 
concerns  to  bring  these  matters  to  the  attention  of  appropriate 
Reserve  Bank  officials.   The  Board  hopes  that  the  restatement  of 
these  practices  will  serve  to  assure  bank  management  and 
directors  that  the  Federal  Reserve's  current  procedures  are  fair 
and  effective.   Moreover,  it  is  the  policy  of  the  Federal  Reserve 
that  bank  management  should  have  the  opportunity  to  raise 
legitimate  concerns  or  make  a  bona  fide  appeal  regarding 
substantive  examination  findings  without  fear  of  adverse 
consequences . 

Opportunities  for  discussion  and  resolution  of 
examination  differences  exist  at  many  levels  —  both  during  and 
subsequent  to  the  completion  of  the  examination.   For  example, 
during  the  examination,  bank  management  may  discuss  examination 
findings  and  loan  classifications  with  the  examiner-in-charge. 
Bankers  also  have  the  option  of  taking  their  concerns  directly  to 
senior  supervisory  officials  at  the  Reserve  Bank  if  the  matter 
has  not  been  resolved  in  discussions  with  the  examiner.   At  the 
completion  of  the  examination,  examiners  or  supervisory  officials 
normally  meet  with  bank  management  and,  if  appropriate,  with  the 
board  of  directors,  affording  the  bank  yet  another  opportunity  to 
discuss  examination  results. 

In  addition  to  these  avenues,  legitimate  and  bona  fide 
concerns  about  substantive  examination  findings  may  be  taken 
directly  to  the  Reserve  Bank  president.   Bankers  may  request  that 
matters  appealed  to  the  Reserve  Bank  president  be  resolved  by 
parties  who  did  not  directly  participate  in  the  examination  in 
question.   In  these  situations,  both  bank  management  and  the 
examiners  involved  in  the  examination  may  be  consulted,  but  the 
final  determination  regarding  the  resolution  would,  if 
appropriate,  be  made  by  the  Reserve  Bank  president  or  an  official 
designated  by  the  president  who  did  not  participate  directly  in 
the  examination.   Bankers  may  also  request  that  the  matter  be 
resolved  in  a  confidential  manner  not  involving  the  examiner-in- 
charge  . 

These  practices,  taken  together,  are  designed  to 
provide  bankers  an  opportunity  to  express  their  views  and  to 
address  differences  between  bankers  and  examiners  in  a  manner 
that  is  fair  and  impartial.   Normally,  matters  or  questions 
appealed  to  a  Reserve  Bank  president  would  be  expected  to  be 
those  that  would  have  a  significant  effect  on  the  safety  and 
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soundness,  operation,  management,  or  financial  standing  of  the 
institution,  or  that  would  have  a  material  impact  on  the  Federal 
Reserve's  supervision  of  the  institution. 

The  method  for  resolving  questions  or  appeals  brought 
to  the  attention  of  senior  Reserve  Bank  officials  is  at  the 
discretion  of  the  Reserve  Bank.   These  appeal  procedures  are 
intended  to  afford  em  avenue  for  discussing  and  resolving 
legitimate  concerns  or  good  faith  differences  pertaining  to 
material  examination  findings.   They  are  not  to  be  used  to  impede 
any  supervisory  or  enforcement  action  necessary  to  protect 
depositors  or  ensure  the  bank's  safety  and  soundness.   The 
existence  of  these  avenues  for  communication  and  resolution  does 
not  prevent  the  Federal  Reserve  from  taking  any  supervisory  or 
enforcement  action  —  formal  or  informal  —  it  deems  appropriate 
to  discharge  the  Federal  Reserve  System's  supervisory  and 
examination  responsibilities  in  a  timely  manner. 

Attached  is  a  letter  reiterating  this  process  that 
should  be  forwarded  to  the  state  member  banks,  bank  holding 
companies  and  state  chartered,  uninsured  branches  and  agencies  of 
foreign  banks  in  your  District.   Questions  regarding  this  process 
may  be  directed  to  Richard  Spillenkothen,  Director,  Division  of 
Banking  Supervision  and  Regulation,  at  (202)  452-2773,  or  Stephen 
C.  Schemering,  Deputy  Director,  Division  of  Banking  Supervision 
and  Regulation,  at  (202)  452-2893. 

^S^ncerely, 

William  W.  Wiles 
Secretary 


Attachment 


TO  THE  PRESIDENTS  OF  ALL  FEDERAL  RESERVE  BANKS  AND 
THE  OFFICERS  IN  CHARGE  OF  BRANCHES 
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S-2552 


Attachment 


TO  THE  CHIEF  EZECDTIVE  OFFICER  OF  ALL  STATE  MEMBER  BANKS, 
BANK  HOLDING  COMPANIES  AMD  STATE  CHARTERED,  UNINSURED  BRANCHES 
AND  AGENCIES  OF  FOREIGN  BANKS 


On  December  13,  1993.,  the  Board  of  Governors  of  the 
Federal  Reserve  System  summarized,  in  S-Letter  2546,  its 
longstanding  policy  for  affording  bank  management  an  opportunity 
to  discuss  and  appeal  safety  and  soundness  examination  findings 
with  which  management  disagrees.   The  Board  believes  that  it  is 
important  to  provide  bankers  with  such  opportunities  to  ensure 
that  exeunination  findings  are  fair  and  balanced,  and  that  they 
consider  all  relevant  information. 

In  the  December  1991  letter,  the  Board  noted  that 
institutions  supervised  by  the  Federal  Reserve  can  raise 
questions  during  the  on-site  examination  and  have  the  further 
option  of  referring  their  questions  or  concerns  directly  to 
senior  Reserve  Bank  officials,  including,  under  appropriate 
circumstances,  the  Reserve  Bank  president.   In  these  situations, 
Reserve  Bank  officials  have  the  discretion  to  decide  if  the 
matter  under  review  should  be  resolved  by  parties  who  did  not 
directly  participate  in  the  examination  in  question.   In 
addition,  the  Board  emphasized  that  Reserve  Bank  officials  have 
the  latitude  to  decide  if  the  matter  should  be  resolved  in  a 
confidential  manner  not  involving  the  individual  in  charge  of  the 
examination.   The  purpose  of  setting  forth  these  procedures  in 
writing  was  to  ensure  that  state  member  bank  management  and 
directors  were  aware  of  the  various  avenues  of  appeal  available 
to  them. 

The  Board  believes  that  Federal  Reserve  examiners  have 
acted  responsibly  in  conducting  on-site  examinations,  and  that 
its  December  1991  statement,  together  with  the  System's 
longstanding  practices  regarding  the  resolution  of  examination 
differences,  have  provided  an  effective  avenue  of  appeal  for 
state  member  banks.   Nevertheless,  concerns  have  been  expressed 
that  some  bankers  may  not  be  satisfied  with  the  appeals 
procedures  established  by  the  regulators  generally  or  may  still 
be  reluctant  to  question  examination  findings  for  fear  of  adverse 
consequences . 

To  address  these  concerns  and  to  assure  that  the 
findings  of  safety  and  soundness  examinations  are  based  on  a 
balanced  and  fair  consideration  of  all  relevant  information,  the 
Board  believes  it  is  appropriate  to  reemphasize  its  procedures 
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and  practices  in  this  area  and  to  encourage  institutions 
supervised  by  the  Federal  Reserve  with  legitimate  material 
concerns  to  bring  these  matters  to  the  attention  of  appropriate 
Reserve  Bank  officials.   The  Board  hopes  that  the  restatement  of 
these  practices  will  serve  to  assure  bank  management  and 
directors  that  the  Federal  Reserve's  current  procedures  are  fair 
and  effective.   Moreover,  it  is  the  policy  of  the  Federal  Reserve 
that  bank  management  should  have  the  opportunity  to  raise 
legitimate  concerns  or  make  a  bona  fide  appeal  regarding 
substantive  exeuaination  findings  without  fear  of  adverse 
consequences . 

Opportxinities  for  discussion  and  resolution  of 
exaunination  differences  exist  at  many  levels  —  both  during  and 
subsequent  to  the  completion  of  the  examination.   For  example, 
during  the  exeunination,  bank  management  may  discuss  examination 
findings  and  loan  classifications  with  the  examiner-in-charge. 
Bankers  also  have  the  option  of  taking  their  concerns  directly  to 
senior  supervisory  officials  at  the  Reserve  Bank  if  the  matter 
has  not  been  resolved  in  discussions  with  the  examiner.   At  the 
completion  of  the  examination,  examiners  or  supervisory  officials 
normally  meet  with  bank  management  and,  if  appropriate,  with  the 
board  of  directors,  affording  the  bank  yet  another  opportunity  to 
discuss  examination  results. 

In  addition  to  these  avenues,  legitimate  and  bona  fide 
concerns  about  substantive  examination  findings  may  be  taken 
directly  to  the  Reserve  Bank  president.   Bankers  may  request  that 
matters  appealed  to  the  Reserve  Bank  president  be  resolved  by 
parties  who  did  not  directly  participate  in  the  examination  in 
question.   In  these  situations,  both  bank  management  and  the 
examiners  involved  in  the  examination  may  be  consulted,  but  the 
final  determination  regarding  the  resolution  would,  if 
appropriate,  be  made  by  the  Reserve  Bank  president  or  an  official 
designated  by  the  president  who  did  not  participate  directly  in 
the  examination.   Bankers  may  also  request  that  the  matter  be 
resolved  in  a  confidential  manner  not  involving  the  examiner-in- 
charge. 

These  practices,  taken  together,  are  designed  to 
provide  bankers  an  opportunity  to  express  their  views  and  to 
address  differences  between  bankers  and  examiners  in  a  manner 
that  is  fair  and  impartial.   Normally,  matters  or  questions 
appealed  to  a  Resez-ve  Bank  president  would  be  expected  to  be 
those  that  would  have  a  significant  effect  on  the  safety  and 
soundness,  operation,  management,  or  financial  standing  of  the 
institution,  or  that  would  have  a  material  impact  on  the  Federal 
Reserve's  supeirvision  of  the  institution. 

The  method  for  resolving  questions  or  appeals  brought 
to  the  attention  of  senior  Reserve  Bank  officials  is  at  the 
discretion  of  the  Reserve  Bank.   These  appeal  procedures  are 
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intended  to  afford  an  avenue  for  discussing  and  resolving 
legitimate  concerns  or  good  faith  differences  pertaining  to 
material  examination  findings.   They  are  not  to  be  used  to  impede 
any  supervisory  or  enforcement  action  necessary  to  protect 
depositors  or  ensure  the  bank's  safety  and  soundness.   The 
existence  of  these  avenues  for  communication  and  resolution  does 
not  prevent  the  Federal  Reserve  from  taking  any  supervisory  or 
enforcement  action  —  formal  or  informal  —  it  deems  appropriate 
to  discharge  the  Federal  Reserve  System's  supervisory  and 
exeunination  responsibilities  in  a  timely  manner. 

Questions  regarding  this  process  may  be  directed  to... 


Appendix  2. — Federal  Agency  Correspondence 


CAMOISS  COLLINS   ILLINOIS 

GLtNN  ENCLtSH.  OKLAHOMA 

HENRY  A  WAXMAM   CALtFOHNIA 

MIKE  SYPtAft   OKLAHOMA 

STEPHEN  L   NEAL   NORTH  CAHOLINA 

TOM  LANTOS   CALIFORNIA 

MAJOR  R  0WEM5.  NCW  YORK 

EOOl^US  TOWNS   NEW  YORK 

JOHN  M   SdUn    JR    SOUTH  CAROLINA 

GARY  *   CONCXT    CALIFORNIA 

COLLIN  C    PTTERSON   MINNESOTA 

KAREN  L  THURMAN   FLORIDA 

ftOBBV  L    RUSH    ILLINOIS 

CAROLYN  8    MAIONEV    NEW  YORK 

THOMAS  M    eAHRETT    WISCONSIN 

OOHALD  M   PAYNE    NEW  JERSEY 

FLOYO  M    FLAKE    HEW  YORK 

JAMES  A   HAYES    LOUISIANA 

CRAIG  A  WASHINGTON    TEXAS 

BARBARA  ROSE  COLLINS    MICHIGAN 

CORRJNf  BROWN   FLORIDA 

MARJORIE  MARGOLIES-MUVINSKY    PCNNSVLVANtA 

LYNN  C   WOOLSEV.  CAUrORNU 


ONE  HUNDRED  THIRD  CONGRESS 


Conigress  of  the  finite^  States 

I^ODse  of  KepresentatiDtB 

COMMITTEE  ON  GOVERNMENT  OPERATIONS 

2157  Rayburn  House  Office  Building 

Washington,  DC  20515-6143 

Subcommittee  oo  Commerce,  Consumer,  and  Monetary  Affairs 

B-377  Rayburn  House  OtTtcc  BuUding,  Wuhingtoa  DC  205154144 
Majority:  (202)  225-4407 

May  6,  1993 


WIIUAM  f   CUNCER.  M.  PCHNSVLVAMA 

lUNKIMG  MtNOfUTV  MClMEa 
Al  McCANDtESS   CALIFOfMIA 
J   DENNIS  HASTERT    ILLINOIS 
JON  L  KTL.  ARUONA 
CHRlSTOntEH  SHAYS   CONNECTIClIT 
STEVEN  SCHIFF    NEW  MEXICO 
C    CHmSTOMEH  COX   CAUFONNIA 
CflAIG  THOMAS    WYOMING 
ILEANA  ltOS4.EHTINEN   ELOKOA 
nONALO  K    MACHTLEY.  RHODE  ISLAND 
DICK  ZIMMER.  NEW  JERSEY 
WtlLlAM  H  ZELIFF    jR .  NEW  HAMPSHIRE 
JOHN  M   MCHUCH.  NEW  YORK 
STEPHEN  HORN.  CALIFORNIA 
DEBORAH  RRYCE.  OHIO 
JOHN  L   MICA  FLORIDA 


MAJORITY— 13031  33S-5091 
MNOAITV-<303]  33S-ftOT4 


Hon.  Roger  Altman 
Deputy  Secretary 
Department  of  the  Treasury 
Washington,  DC  20220 


Dear  Mr.  Secretary: 


j\s  a  followup  to  the  excellent  testimony  you  gave  before  the  subconmiittee  on 
March  17,  concerning  the  credit  crunch  in  barjc  lending  to  small  business,  I  am  writing 
to  request  further  information  for  the  record  on  one  point  you  made  in  your  testimony. 
I  am  also  writing  to  request  your  cooperation  in  sharing  with  the  bank  regulators  certain 
backgroimd  information  related  to  your  testimony. 

On  page  5  of  your  prepared  statement,  and  also  in  your  oral  testimony,  you  made 
the  following  observations: 

"Yet  it  is  also  clear  that  sometimes  redundant  and  disruptive 
examinations  add  unnecesssu^  expenses  and  delays  and 
hinder  the  ability  of  banks  and  thrifts  to  do  their  jobs. 

"Let  me  give  you  an  example.   We  know  of  one  case  where 
over  30  examiners  from  three  federal  bank  and  thrift 
regulatory  agencies  spent  over  a  year  examining  one 
subsidiary  entity  of  a  large  bank  holding  company.   How  big 
was  this  subsidiary?   Well,  it  employed  a  total  of  150  people. 
This  kind  of  excess  and  redundancy  does  not  add  to  safety 
and  soundness  and  simply  caimot  continue." 

Could  you  provide  some  more  detail  for  the  subcomnuttee  as  to  what  you  believe 
were  the  "excess  and  redundancy"  in  this  case?  What,  specifically,  were  these  examiners 
doing  that  was  unnecessary  or  improper? 
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The  subcommittee  has  also  asked  the  federal  bank  regulatory  agencies  for  their 
comment  on  this  testimony.   They  have  stated,  however,  that  they  are  unable  to 
comment  because  they  do  not  know  what  institution  you  were  referring  to.   Would  you 
be  willing  to  identify  the  institution  involved,  in  confidence,  to  the  three  federal  bank 
regulators,  so  that  they  may  respond  substantively  to  the  subcommittee's  request  for 
comment? 

Thanks  again  for  your  testimony  on  March  17.  This  testimony  was  critical  to  the 
success  of  the  hearings,  and  we  very  much  appreciate  your  taking  the  time  to  appear. 
I  shall  look  forward  to  your  clarification  and  assistance  on  this  question  of  excessive 
regulatory  burden.   Moreover,  if  there  are  any  further  points  you  feel  it  would  be  useful 
to  add  at  this  time,  we  would  welcome  them. 

It  would  be  helpful  if  we  could  have  your  response  no  later  than  Friday  May  27, 
If  there  are  any  questions,  please  feel  free  to  call  me,  or  your  staff  may  contact  Don 
Tucker  on  the  subcommittee  staff. 


Sincerely  yours. 


John  M.  Spratt,  Jr. 
Chairman 


[A  response  had  not  been  received  by  the  time  the  hearing  was  printed.] 
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FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  Washington,  oc  20429 


OFFICE  OF  THE  CHAIRMAN 


June  16,  1993 


Honorable  John  M.  Spratt,  Jr. 

Chairman 

Subcommittee  on  Commerce, 

Consumer,  and  Monetary  Affairs 
Committee  on  Government  Operations 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

Thank  you  for  your  questions  following-up  on 
the  March  17,  1993  testimony  of  Mr.  John  W.  Stone. 

I  am  pleased  to  transmit  our  responses  to  your 
three  questions  and  the  one  by  Representative  Rush. 

Please  let  us  know  if  you  have  any  further 
questions. 


Sincerely, 


Andrew  C.  Hove,  Jr, 
Acting  Chairman 


Enclosures 
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Responstts  to  Questions  by  Chaiman  Spratt 


Q.l.   A  conuBon  theme  of  our  hearings  was  that  harsh  judgments 
by  examiners,  resulting  in  criticisms  or  adverse  class- 
ifications of  individual  credits  that  bankers  often 
felt  vera  unjustified,  has  had  an  overall  chilling 
effect  on  business  lending,  particularly  to  small 
businesses.   Implicit  in  this  complaint  is  the  sugges- 
tion that  adverse  examiner  judgments  of  this  sort 
impose  costs  on  the  affected  banks  or  otherwise  hinder 
or  disrupt  the  business  of  banking.   I  can  readily 
understand  how  adverse  examiner  findings  that  result  in 
a  demand  for  additional  capital  or  other  supeirvisory 
intervention  would  be  seriously  constraining  and  poten- 
tially costly  to  a  bank,  but  it  is  less  clear  to  me 
what  costs  are  imposed  as  long  as  the  bank  remains  well 
capitalised  and  free  of  supervisory  restraints.   What 
is  your  view  of  the  practical  consequences  for  a  well 
capitalized  bank,  including  the  tangible  costs,  if 
examiners: 

a.  require  a  bank  to  write  down  the  carrying  value 
of  a  loan  or  a  series  of  loans  to  levels  below  what 
the  bank's  management  believes  is  justified;  or 

b.  criticize  a  loan  or  a  series  of  loans  for  inade- 
quate documentation  or  other  procedural  inadequa- 
cies? 

From  a  pragmatic  perspective,  is  there  validity  to  the 
banks'  complaints  that  harsh  exiuniner  judgments  impose 
a  chill  on  all  lending,  even  by  well  capitalized  banks? 

A.l,   With  respect  to  both  practices,  a  and  b,  we  believe  the 
consequences,  including  tangible  costs,  would  be  mini- 
mal and  insignificant  in  the  context  of  a  well-capital- 
ized bank  which  is  typically  well  managed  and  adequate- 
ly staffed.   Requiring  loans  to  be  written  down  may 
affect  the  adequacy  of  the  loan  loss  reserve  and  reduce 
earnings.   Reviewing  and  maintaining  an  adequate  loan 
loss  reserve,  however,  is  an  ongoing  function  and 
eventually  the  loans  either  will  pay  out  or  performance 
will  confirm  the  propriety  of  the  writedowns.   These 
changed  circumstances  in  turn  will  be  considered  by 
management  in  adjusting  the  level  of  the  loan  loss 
reserve.   Consequently,  there  are  no  real  tangible 
costs  involved  in  this  process  beyond  those  normally 
incidental  to  the  business  of  banking.   Of  course,  if 
criticized  and  written  down  loans  fail  to  pay  out  and 
result  in  losses,  the  losses  represent  real  costs. 


I 


703 


If  a  loan  or  series  of  loans  is  criticized  for  inade- 
quate documentation  or  other  procedural  inadequacies, 
a  bank  normally  has  sufficient  staff  to  clear-up  the 
inadequacies.   If  additional  staff  is  needed  or  if 
costs  are  incurred,  e.g.,  filing  fees  to  perfect  liens, 
then  those  costs  should  be  incurred  to  maintain  minimum 
standards  for  safe  and  sound  operations.   Not  all 
documentation  or  procedural  inadequacies,  however,  are 
equally  important  or  substantive.   We  would  insist,  for 
example,  on  a  note  to  evidence  every  loan  and  perfected 
liens  on  property  securing  loans  where  repayment  is 
largely  dependent  on  the  value  of  the  property.   On  the 
other  hand,  we  would  be  inclined  to  be  more  flexible 
and  consider  in  context  other  documentation  or  proce- 
dural shortcomings,  such  as  the  lack  of  a  current 
financial  statement  on  a  borrower  where  the  loan  is 
otherwise  performing  and  reasonably  secure. 

We  believe  that  there  could  be  validity  to  complaints 
that  harsh  examiner  judgments  impose  a  chill  on  all 
lending,  even  by  well-capitalized  banks,  if  in  fact 
examiners  were  making  such  harsh  judgments.   By  and 
large,  we  do  not  believe  that  our  examiners  are  making 
harsh  judgments  although  "harshness"  is  often  in  the 
eye  of  the  beholder.   On  occasion,  in  dealing  with 
borrowers  and  prospective  borrowers,  some  bankers  may 
believe  it  is  to  their  advantage  to  allude  to  supposed- 
ly harsh  judgments  made  by  or  anticipated  from  examin- 
ers as  an  ostensible  reason  for  refusing  to  renew  or 
extend  a  loan.   If  such  explanations  are  accepted  at 
face  value  without  examining  the  details  of  the  partic- 
ular example,  and  if  they  are  repeated  often  enough, 
they  tend  to  become  self -perpetuating  myths. 

Of  course,  we  would  be  very  concerned  should  any  of  our 
examiners  become  overly  critical  or  unreasonable  in 
assessing  the  collectibility  of  loans.   We  attempt  to 
monitor  that  possibility  through  internal  management 
controls  and  would  move  quickly  to  correct  or  curb  such 
tendencies  if  noted.   We  also  maintain  an  appeals 
process  by  which  banks  may  contest  and  appeal  examiner 
judgments  to  our  regional  offices  and  the  national 
headquarters,  if  necessary.^ 

Q.2.   Mr.  Bowsher,  in  his  testimony  before  the  subcommittee, 
referred  to  GAD  findings  of  lack  of  standardization  and 
lack  of  consistency  in  bank  examinations.   As  one 
approach  to  this  issue  of  consistency,  would  it  be 
feasible  for  the  examiners'  notes  and  evaluations  on 
individual  bank  credits  to  be  recorded  In  a  multi-year 
computer  datzUsase  that  would  permit  the  regulators  to 
do  (a)   statistical  analysis  of  how  exiuniners'  loan 
evaluations  over  time  compare  with  actual  loan  per- 
formance and  (b)  supervisory  review  of  the  loan  evalua- 
tion work  done  by  a  particular  exzuniner  over  a  period 
of  time,  as  compared  with  the  work  of  a  peer  group  of 
other  examiners?   In  your  view,  would  such  a  dattUaase 
provide  a  useful  tool  for  enhanced  quality  control  over 
the  examination  process? 
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A. 2.   We  agree  generally  with  Mr.  Bowsher  that  standardiza- 
tion and  consistency  in  bank  examinations,  and,  more 
broadly,  in  supervision  generally,  is  desirable  and 
can  and  should  be  improved.   To  this  end,  the  federal 
banking  agencies  have  committed  to  a  Regulatory  Uni- 
formity Project  (RUP)  begun  about  a  year  ago.   This 
project  is  designed  to  promote  regulatory  consistency, 
remove  duplicative  or  outmoded  policies,  procedures  and 
regulations  and  improve  coordination  with  appropriate 
state  authorities. 

Considerable  progress  has  been  made  in  a  number 
of  areas  under  the  RUP  program.   Projects  already 
completed  include:   (a)  an  agreement  between  the  FDIC 
and  the  Conference  of  State  Bank  Supervisors  specify- 
ing how  examination  responsibilities  would  be  shared 
between  the  FDIC  and  state  banking  authorities;  (b) 
an  agreement  among  the  federal  banking  agencies  to 
announce  revisions  to  the  quarterly  Call  Reports  prior 
to  the  start  of  the  calendar  year  in  which  the  revi- 
sions take  effect;  (c)  a  policy  statement  adopted  by 
the  agencies  to  improve  coordination  and  communication 
between  external  auditors  and  bank  examiners;  (d)  a 
review  of  CRA  paperwork  burden  with  recommendations  for 
reducing  that  burden,  and  (e)  a  system  for  coordinating 
agency  interpretations  of  statutes. 

Several  other  projects  are  nearing  completion.   These 
include:  (a)  an  interagency  agreement  to  coordinate 
examinations  of  depository  institutions  and  their  hold- 
ing companies;  (b)  a  common  core  examination  report 
with  uniform  procedures  (the  report  is  currently  being 
field  tested) ;  (c)  common  definitions  on  "special 
mention"  assets  as  well  as  consistent  standards  for 
classification  and  valuation  of  assets;  (d)  consistency 
in  accounting  for  partially  charged-off  loans,  colla- 
teral-dependent loans  and  the  analysis  of  the  allowance 
for  loans  and  lease  losses;  (e)  common  examiner  train- 
ing courses  that  focus  on  report  preparation  and  loan 
analysis  (several  successful  pilot  training  classes 
already  have  been  conducted);  and  (f)  common  applica- 
tion forms  for  change  of  control,  change  of  management 
in  troubled  institutions  and  mergers. 

The  agencies  fully  intend  to  continue  their  efforts 
to  promote  standardization  and  consistency  in  their 
policies  and  practices  to  further  reduce  burden  and 
improve  efficiency. 

With  respect  to  the  specific  questions  posed,  we  do  not 
believe  a  database  of  the  type  suggested  is  feasible. 
In  the  interest  of  efficiency,  our  examiners  typically 
record  only  minimal  data  on  loans  not  criticized  in 
the  examination  report.   In  most  banks,  these  "passed" 
loans  constitute  the  vast  majority  of  loans  reviewed. 
Consequently,  data  on  such  loans  would  not  normally  be 
available  from  examiner  notes  and  evaluations  to  enter 
into  the  database.   Even  more  significant,  however. 
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would  be  the  difficulty  of  tracking  loan  performance 
over  tine,  even  if  only  criticized  loans  were  included 
in  the  database.   Examiners  review  all  types  of  loans 
with  a  variety  of  terms  and  conditions  and  sources  of 
repayment.   Loans  also  are  frequently  renewed  or  recast 
with  additional  collateral  and  different  terms.   Conse- 
quently, it  would  be  extremely  difficult  to  categorize 
loans  and  establish  standard  performance  measures  for 
purposes  of  entry  into  a  database.   Further,  loan 
performance  normally  is  affected  for  good  or  ill  by 
changing  economic  conditions.   Consequently,  one  could 
not  fault  or  confirm  examiner  judgments  regarding 
particular  loans  based  upon  subsequent  performance 
alone  without  also  considering  the  information  avail- 
able to  the  examiners  at  the  time^the  judgment  was 
made.   Finally,  even  a  limited  database  that  included 
only  criticized  loans  would  be  very  costly  and  burden- 
some to  construct  and  maintain,  even  assuming  that  the 
difficulties  noted  above  could  be  overcome  or  amelio- 
rated in  some  fashion. 

We  believe  that  the  best  and  only  practical  means  of 
quality  control  of  the  examination  process  is  the 
system  of  management  review  and  oversight  currently  in 
use.   In  this  regard,  examination  reports,  including 
loan  classifications  and  criticisms,  routinely  are 
reviewed  by  senior  examiners  in  our  regional  offices 
and  the  report  is  signed  by  the  Regional  Director  or 
his  or  her  deputy,  as  well  as  the  responsible  examiner- 
in-charge.   Frequently,  reports  also  are  reviewed  by 
the  Field  Office  Supervisor  before  submission  to  the 
regional  office,  particularly  if  the  report  was  pre- 
pared by  a  new  or  unseasoned  examiner.   This  system 
enables  senior  management  in  the  regions  in  fairly 
short  order  to  note  any  tendencies  toward  overly  harsh 
or  unsupported  loan  criticisms  and  findings  and  to 
confer  with  and  counsel  the  examiner  to  produce  more 
reasonable,  accurate  and  supportable  results. 

Q.3.   Mr.  Altman  spoke  disapprovingly  in  his  testimony  of  a 

case  where  thirty  exeuniners  from  three  federal  agencies 
spent  a  year  exzunining  one  holding  company  subsidiary 
that  employed  only  150  people.   What  vas  the  nature  of 
this  case?  Do  you  believe  that  the  examination  effort 
and  the  examination  burden  in  this  case  were  appropri- 
ate?  If  you  have  identified  any  inadequacies  in  this 
particular  case,  what  are  those  inadequacies  and  how 
will  they  be  avoided  or  corrected  in  the  future? 

A. 3.   The  case  in  question  has  not  been  identified  for  us  as 
yet.   We  have  contacted  both  the  Treasury  and  the  OCC 
regarding  this  matter  and  when  we  are  provided  with 
specific  information  we  will  be  pleased  to  investigate 
and  respond  to  the  questions  posed. 


««« 


706 


Rttspons*  to  a  QuAstioa  by  R«pr«s«ntatlv«  Rush 

Q.   In  hia  vrlttaa  atatanant,  Nr.  Stona  disouaaaa  aganoy 

Inltlativaa  iaplaaantad  to  raduca  tha  ragulatory  burdaa 
on  landing  inatltutiona.   Ha  atataa  tha  incraasad  ragu- 
lation  haa  raaultad  in  vary  haavy  ooata  and  difficult 
coaplianca  Banagamant  problama,  aapacially  for  saallar 
banka,  tha  raault  baing  raducad  conauaar  aarvicaa  and 
highar  oonaumar  ooata.  Raduoad  costa  dua  to  paparvork 
and  oonaumar  protaction  would  aaka  tha  assooiatad  landing 
■ora  profitabla  and  laaa  ooatly  to  oonsuaara.   Hovavar, 
you  alao  atata  that  raduoad  ooata  do  not  naoaaaarily 
tranalata  into  incraaaad  landing.   Can  you  diacuaa  apaoi- 
fioally  tha  affact  of  regulation  on  amallar,  comniunity 
banka  lika  thoaa  representativa  of  my  District?  Also,  if 
reducad  coats  do  not  necessarily  translate  into  incraasad 
lending,  vhat  proposals  does  tha  FDIC  have  to  encourage 
banka  to  take  advantage  of  the  easing  of  tha  regulatory 
burden  by  increasing  small  business  and  consumer  lending? 

A.   Our  essential  point  in  stating  that  reduced  burden  does 
not  necessarily  translate  into  increased  lending  is  that 
the  pace  and  volume  of  lending  in  any  market  are  deter- 
mined predominantly  by  fundamental  forces  of  supply  and 
demand.   If  demand  for  credit  from  creditworthy  borrowers 
is  weak,  an  associated  cost  reduction  is  not  likely  to 
stimulate  much  additional  lending.   Moreover,  costs  are 
difficult  to  measure  and  allocate  so  that  any  reduced 
costs  may  not  be  reflected  in  pricing  for  some  time  and 
even  then  only  marginally.   Consequently,  although  it 
is  very  important  to  reduce  burden  to  promote  long-term 
efficiency  in  the  banking  industry  and  competitive  equal- 
ity with  nonbank  lenders  not  similarly  burdened,  burden 
reduction  alone  should  not  be  regarded  as  a  "quick  fix" 
to  the  sluggish  pace  of  bank  lending. 

With  respect  to  your  specific  questions,  small  community 
banks  generally  have  the  same  regulatory  burden  as  larger 
banks  but  without  the  same  resources  and  expertise. 
Consequently,  the  relative  burden  and  associated  costs 
are  much  greater.   The  FDIC  tries  to  take  size  into 
consideration  when  possible  in  adopting  regulations  or 
policies.   Just  recently,  for  example,  we  adopted  audit 
regulations  and  guidelines  that  exempt  banks  under  $500 
million  in  assets  and  otherwise  are  much  less  burdensome 
for  banks  under  $3  billion  in  assets. 

More  generally,  the  FDIC  has  been  cooperating  with  the 
Administration's  credit  availability  program  and,  to  this 
end,  on  March  10,  1993,  we  joined  with  the  Office  of  the 
Comptroller  of  the  Currency,  the  Office  of  Thrift  Super- 
vision and  the  Federal  Reserve  System  in  issuing  a 
statement  on  the  problems  of  making  credit  available, 
especially  for  small  and  medium-sized  businesses  and 
farms.   This  program,  which  is  set  forth  in  detail  in 
Attachment  A,  focuses  on  five  areas  in  which  the  federal 
regulatory  agencies  will  act  to  alleviate  the  apparent 
reluctance  by  banks  and  thrifts  to  lend.   These  areas 
are: 


707 


•  Lending  to  Small  and  Medium-Sized 
Businesses  and  Farms 

•  Real  Estate  Lending  and  Appraisals 

•  Appeals  of  Examination  Decisions 
and  Complaint  Handling 

•  Examination  Processes  and  Procedures 

•  Paperwork  and  Regulatory  Burden 

The  agencies  intend  to  complete  virtually  all  of  the 
changes  proposed  in  the  program  within  the  next  few 
months.   Each  proposed  change  will  be  published  indi- 
vidually as  the  specifics  of  the  change  are  finalized. 

In  connection  with  this  program,  on  March  30,  1993,  the 
banking  agencies  announced  a  joint  policy  statement  on 
documentation  of  loans.   Please  see  Attachment  B.   Under 
this  new  policy,  the  strongest  banks  and  thrifts,  i.e. , 
those  which  are  rated  CAMEL  or  MACRO  1  or  2  and  which  are 
at  least  adequately  capitalized,  now  are  able  to  make  and 
carry  some  small  and  medium-sized  business  and  farm  loans 
with  only  minimal  documentation.   The  total  of  such  loans 
at  an  institution  will  be  limited  to  an  amount  equal  to 
20  percent  of  its  total  capital.   Eligible  banks  and 
thrifts  will  be  encouraged  to  make  these  loans  based  upon 
their  own  best  judgment  as  to  the  creditworthiness  of  the 
borrowers  and  necessary  documentation.   The  loans  will  be 
evaluated  solely  upon  the  basis  of  performance  and  will 
be  exempted  from  examiner  criticism  of  documentation. 

Additionally,  on  May  26,  1993,  the  banking  agencies 
announced  a  joint  effort  to  amend  their  regulations  on 
real  estate  appraisals  to  reduce  regulatory  burden  by 
requiring  appraisals  only  when  they  enhance  the  safety 
and  soundness  of  financial  institutions.   The  proposed 
amended  regulations  would: 

Increase  the  threshold  level  for  required 
appraisals  from  $100,000  to  $250,000; 
Expand  and  clarify  existing  exemptions 
to  appraisal  requirements;  and 

•  Identify  additional  circumstances  when 
appraisals  are  not  required. 

We  have  attached  as  Attachment  C  a  joint  press  release 
that  provides  further  details  on  this  initiative. 

The  agencies  believe  it  is  important  that  financial 
institutions  not  only  make  additional  loans  but  that 
they  do  so  on  a  fair  and  nondiscriminatory  basis.   To 
this  end,  on  May  27,  1993,  the  banking  agencies  sent  a 
joint  letter  to  all  financial  institutions  suggesting 
increased  efforts  to  assuring  access  to  credit  on  a  non- 
discriminatory basis.   In  particular,  the  letter  urged 
special  attention  to  11  specific  fair  lending  activities, 
including  enhanced  employee  training,  internal  second 
review  programs  for  loan  applications  that  might  other- 
wise be  denied,  participation  on  multi-lender  mortgage 
review  boards,  and  affirmative  marketing  and  call  pro- 
grams.  We  have  attached  as  Attachment  D  a  copy  of  that 
letter. 
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Although  supervisory  agencies  may  strip  away  possible 
regulatory  impediments  to  additional  lending,  and  may 
affirm  lending  and  special  outreach  efforts  to  meet  the 
needs  of  small  businesses  and  low-  and  moderate- income 
individuals,  in  the  final  analysis,  stockholders'  funds 
are  placed  at  risk  in  the  lending  process.   Thus,  loan 
officers  must  make  appropriate  judgments  about  the  risks 
and  rewards  of  proposed  lending,  in  keeping  with  their 
fiduciary  obligations  to  stockholders  and  creditors, 
including  depositors,  and  applicable  legal  and  regulatory 
requirements . 


•«« 
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United  SUtes 

General  Accounting  ORIce 

Washington,  D.C.  20548 


General  Government  Division 

June  21,  1993  .,^ 

The  Honorable  John  M.  Spratt,  Jr. 

Chairman,    Subconunlttec  on  Commerce,  'J|Jf||  2  }  |993 

Consumer,    and  Monetary  Affairs 
Committee  on  Government   Operations  COMMBICE, CONSUMER ANr 

House  of   Representatives  ''HAHY AFFAIRS SURrrn'- 

Dear  Chairman  Spratt: 

As  requested  on  May  28,  1993,  we  are  responding  to  questions 
that  have  arisen  from  the  hearing  you  conducted  on  March  17, 
1993,  concerning  credit  availability  and  regulatory  burden. 
The  following  responses  are  offered  to  you  for  inclusion  in 
the  hearing  record. 

0-1;  In  the  questioning  following  your  testimony  you 

referred  to  GAO  findings  of  lack  of  standardization  and 
lack  of  consistency  in  bank  examinations.   What  do  you 
see  as  the  adverse  consequences  that  result  from  this 
lack  of  standardization  and  consistency?   In  your  view, 
does  it  impact  banks'  willingness  to  make  small 
business  loans,  for  example?  What  could  be  the  adverse 
consequences  for  bank  officers,  directors,  and 
investors  (shareholders  and  subordinated  debtholders )  ? 

A-1:  The  inconsistencies  we  found  in  our  review  of  bank  and 
thrift  examinations  included  differences  in  examination 
scope,  frequency,  documentation,  and  assessment  of 
critical  areas,  such  as  loan  loss  reserves.   These 
inconsistencies  resulted  from  significant  variations  by 
regulatory  agencies  in  their  examination  policies  and 
practices. 

We  are  concerned  that  the  differences  in  regulatory 
examination  policies  and  practices  will  hinder  how  well 
regulators  address  the  problems  we  found  in  our  review. 
These  problems  included  lack  of  comprehensive  internal 
control  assessments  and  insufficient  review  of  loan 
quality  and  loan  loss  reserves.   In  addition,  we  noted 
an  overreliance  on  unverified  data,  and  inconsistent  or 
lack  of  quality  controls  over  the  examination  process. 
These  weaknesses  were  exhibited  in  varying  degrees 
among  the  four  regulatory  agencies.   A  lack  of  minimum, 
mandatory  examination  standards  in  these  areas  was  a 
common  factor  among  the  agencies  that  limited  the 
reliability  and  consistency  of  the  examination  process. 
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The  lack  of  consistency  In  the  examination  process  could.  In 
soae  Instances,  affect  banks'  lending  decisions  due  to  the 
uncertainty  over  how  examiners  may  react  to  those  lending 
decisions.  This  uncertainty  may  be  particularly  true  In  small 
business  lending  since  banks  assess  borrowers'  ability  to  repay 
using  such  factors  as  their  relationship  with  the  borrower  and 
familiarity  with  the  related  business;  the  Income  streeun 
expected  from  receivable  or  Inventory  turnover;  and/or  the 
value  of  real  estate  taken  as  secondary  collateral.  The 
documentation,  as  well  as  the  appraisal  requirements  relative 
to  these  factors,  have  been  the  source  of  contention  between 
exeualners  and  bankers. 

Inconsistencies  In  examination  practices  could  also  result  In 
inconsistent  treatment  of  banks  by  regulators.   For  example, 
differing  regulator  viewpoints  on  their  responsibility  for 
assessing  the  adequacy  of  loan  loss  reserves  could  result  in 
significant  differences  in  the  timing  of  required  adjustments 
to  record  adequate  reserves  among  institutions.   These  timing 
differences  could,  in  turn,  result  in  disparities  in 
supervisory  action  by  one  regulator  versus  another,  as  well  as 
in  the  accuracy  and  understanding  of  the  true  financial 
condition  of  banks  by  officers^,  directors  and  investors. 

The  consequences  of  Inconsistencies  in  the  examination  process 
for  officers,  directors  and  investors  involve  the  reliance  they 
can  place  on  the  independent  and  objective  assessments  of  the 
safety  and  soundness  of  their  own  institution's  operations  or 
on  that  of  a  peer  Institution.  The  examiner's  assessment  may 
contribute  to  conclusions  drawn  in  relation  to  the  financial 
condition  of  institutions.   Since  enforcement  actions  are  now 
made  public,  the  consistency  of  examination  results  is 
particularly  Important  to  make  sound  business  decisions. 

Q-2 ;  Do  you  believe  it  would  be  feasible,  in  order  to  address  this 

problem  of  standardization  and  consistency  in  exeunlnations--and 
if  feasible,  would  it  be  helpful — for  the  examiners'  notes  and 
evaluations  on  individual  bank  credits  to  be  recorded  in  a 
multi-year  computer  database  that  would  permit  the  regulators 
to  do  (a)  statistical  analysis  of  how  examiners'  loan 
evaluations  over  time  compare  with  actual  loan  performance  and 
(b)  supervisory  review  of  the  loan  evaluation  work  done  by  a 
particular  examiner  over  a  period  of  time,  as  compared  with  the 
work  of  a  peer  group  of  other  examiners?  Would  such  a  database 
provide  a  useable  tool  for  enhanced  quality  control  over  the 
examination  process? 

A-2;  We  believe  the  best  way  to  address  the  inconsistencies 

described  above  is  for  regulatory  agencies  to  develop  and 
implement  minimum,  mandatory  examination  standards.   Complete 
documentation  of  examination  procedures  and  thorough 
supervisory  review  of  all  examinations  should  be  required  in 
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order  to  ensure  compliance  with  such  minimum  standards.   Such 
standards  should  be  developed  on  an  Interagency  basis  In  order 
to  achieve  uniformity  between  the  regulatory  agencies. 

We  made  recommendations  In  our  bank  and  thrift  examination 
review  reports  similar  to  those  described  above.   We  believe 
that  If  Implemented,  these  recommendations  will  alleviate  much 
of  the  Inconsistency  and  potential  arbitrariness  In  the 
examination  process,  and  would  result  In  significantly  enhanced 
quality  control. 

The  Idea  of  a  computer  database  may  not  be  feasible  to  address 
our  standardization  and  consistency  concerns  until  the  other 
problems  with  regard  to  Inadequate  documentation  and  divergent 
policies  and  practices  between  regulators  are  corrected.   The 
regulators  would  be  In  a  better  position  to  address  the 
feasibility  of  such  a  computer  database  for  reflecting  on 
examiners'  assessments  on  loan  performance,  or  on  the  quality 
of  the  excimlners'  own  performance. 

0-3;  In  principle,  broad  geographic  diversification  In  the  mix  of 
credits  In  a  bank's  CSX  loan  portfolio,  such  as  would  tend  to 
result  from  Interstate  operations,  for  excunple,  could  reduce 
somewhat  the  bank's  vulnerability  to  losses  from  poor  economic 
conditions  in  any  one  market  area.   In  your  view,  should  the 
federal  regulators  take  account  of  such  diversification  In 
evaluating  the  adequacy  of  a  bank's  loan  loss  reserves  and  in 
arriving  at  an  overall  supervisory  rating  for  the  bank?   Do  you 
believe  that  the  regulators'  present  practices  take  adequate 
account  of  such  diversification? 

A-3;  As  with  other  issues  in  bank  examinations,  there  is  not 

sufficient  consistency  in  how  diversity  of  lending  activities 
is  reflected  in  assessing  adequacy  of  loan  loss  reserves. 
Diversification  of  loan  portfolios  should  be  an  Important 
consideration  for  reserving  against  loan  losses.   Well  managed 
diversification  can  provide  a  hedge  against  risk;  whereas, 
diversification  involving  out-of-territory  or  other  lending  . 
activities  unfamiliar  to  the  bank  or  beyond  its  lending 
officers'  expertise  may  actually  increase  the  bank's  risk 
profile.   Again,  we  believe  consistent  standards  for  important 
Issues  like  this  one  should  be  established  on  an  interagency 
basis  to  achieve  uniformity  between  the  regulatory  agencies. 

The  question  asked  by  Congressman  Bobby  Rush  was  answered  by 
Comptroller  General  Bowsher  during  the  hearing  (see  pp.  85  and  86  of 
the  hearing  transcript).   We  do  not  have  any  response  for  the  record 
beyond  the  answer  given  by  the  Comptroller  General. 

Thank  you  for  the  opportunity  to  elaborate  on  our  concerns  about  the 
consistency  of  the  examination  process  in  responding  to  these 
questions.   Should  you  need  further  clarification  on  our  responses 
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or  the  positions  we  have  taken,  please  do  not  hesitate  to  call 
?202r898-7196?°''  512-8678  or  Assistant  Director  Mark  GlUen  on 

Sincerely  yours. 


nes  L.  Bothwell 
Director,  Financial  Institutions 
and  Markets  Issues 
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BOARD    OF    GOVERNORS 
OF  THE 

FEDERAL  RESERVE  SYSTEM 

WASHINGTON,  D.  C.    80551 


June   23,    1993 


JOHN    P.   LaWARC 
MEMBER   OF  THE    SOARO 


JUN  2  7  1993 


COMMERCE,  CONSUMER  ANI 
'ETARY  AFFAIRS  SUBCn»«' 


The  Honorable  John  M.  Spratt,  Jr. 

Chairman 

Subcommittee  on  Commerce,  Consumer 

and  Monetary  Affairs 
Committee  on  Government  Operations 
House  of  Representatives 
Washington,  D.C.  20515 

Dear  Mr.  chairman: 

I  am  pleased  to  respond  to  your  questions  following  my 

testimony  before  your  Subcommittee  regarding  the  impact  of  the 

credit  crunch  on  bank  lending  to  small  business.   Enclosed  are 

answers  to  the  questions  you  asked  in  your  letter.   Please  let  us 

know  if  you  need  additional  information. 


Sincerely, 


<aU>^ 


OxJL 


n  P.    LaWare 


Enclosure 
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Answers  to  Questions  on  Lending  to  Small  Business 

Requested  by 
Chairman  John  N.  Spratt,  Jr. 
Subcommittee  on  Commerce,  Consumer  and  Monetary  Affairs 

of  the 

Committee  on  Government  Operations 

O.S.  House  of  Representatives 


June  18,  1993 
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1.     A  comaon  theme  of  our  hearings  was  that  harsh 

judgements  by  examiners,  resulting  in  criticisms  or 
adverse  classifications  of  individual  credits  that 
bankers  often  felt  were  unjustified,  has  had  an  overall 
chilling  effect  on  business  lending,  particularly  to 
small  business.   Implicit  in  this  complaint  is  the 
suggestion  that  adverse  examiner  judgements  of  this 
sort  impose  costs  on  the  affected  banks  or  otherwise 
hinder  or  disrupt  the  business  of  banking.   I  can 
readily  understand  how  adverse  examiner  findings  that 
result  in  a  demand  for  additional  capital  or  other 
supervisory  intervention  would  be  seriously 
constraining  and  potentially  costly  to  a  bank,  but  it 
is  less  clear  to  me  what  costs  are  imposed  as  long  as 
the  bank  remains  well  capitalized  and  free  of 
supervisory  restraints.   What  is  your  view  of  the 
practical  consequences  for  a  well  capitalized  bank, 
including  the  tangible  costs,  if  examiners: 

a.  require  a  bank  to  write  down  the  carrying  value  of 
a  loan  or  a  series  of  loans  to  levels  below  what 
the  bank's  management  believes  is  justified;  or 

b.  criticize  a  loan  or  a  series  of  loans  for 
inadequate  documentation  or  other  procedural 
inadequacies? 


1. 
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Proa  a  pragmatic  porspeotlva,  is  thera  validity  to  tha 
banks'  complaints  that  harsh  examiner  judgements  impose 
a  chill  on  all  lending,  even  by  well  capitalized  banks? 

The  primary  factor  contributing  to  recent  reductions  in 
lending  by  banks  appears  to  be  a  decline  in  the  demand 
for  credit,  resulting  from  the  combination  of  a 
recession  followed  by  a  relatively  slow  recovery  in 
economic  activity  and  of  decisions  by  bank  customers, 
particularly  business  firms,  to  strengthen  their 
balance  sheets  after  having  relied  heavily  on  debt  to 
finance  their  activities  in  the  1980s.   A  second  factor 
was  the  decision  by  a  great  many  banking  organizations 
to  tighten  their  lending  standards.   This  decision 
appears  to  have  been  driven  mainly  by  the  reaction  of 
the  senior  management  and  directors  of  banks  to  losses 
on  loans  in  their  own  portfolios  and  to  the  many 
failures  of  depository  institutions  caused  by  poor 
asset  quality.   In  addition,  there  are  many  anecdotal 
reports  that  bankers  tightened  their  lending  policies 
because  of  concerns  that  examiners  would  apply 
stringent  standards  in  assessing  their  lending 
activities. 

As  you  observed  in  your  question,  adverse  examiner 
findings  that  resulted  in  demands  on  banks  to  improve 


717 


3 
capital  ratios  have  led  certain  of  these  banks  to 
constrain  their  asset  growth  and,  thus,  restrict  the 
availability  of  credit  to  their  customers.   But 
concerns  that  examiners  will  apply  stringent  standards 
have  also  caused  banks  to  reduce  the  availability  of 
credit.   This  can  occur  in  two  ways.   First,  a  bank 
will  endeavor  to  avoid  having  its  loan  portfolio  become 
subject  to  serious  examiner  criticism  because  of 
concern  that,  if  that  were  to  occur,  the  bank  would  be 
required  to  provision  heavily  for  loan  losses,  a 
process  that  could  result  in  its  capital  position  being 
reduced  below  the  adequately  capitalized  level. 
Second,  even  in  the  case  of  a  strongly  capitalized 
bank,  given  the  premium  being  placed  on  following 
prudent  policies,  practices,  and  procedures  in  today's 
banking  climate,  the  lending  officers  and  management  of 
banks,  concerned  with  how  their  boards  of  directors 
view  them,  wish  to  avoid  having  their  lending  practices 
and  other  activities  criticized  by  examiners. 

As  indicated  above,  it  does  not  appear  that  overly 
stringent  examination  practices  have  been  the  main 
cause  of  recent  reductions  in  lending.   However,  the 
actions  of  examiners  have  contributed  to  the  inability 
of  creditworthy  borrowers  to  obtain  loans  and  that  has 
been  of  great  concern  to  the  federal  financial 


718 


4 
institutions  supervisory  agencies.   Because  of  this 
concern,  the  agencies  have  diligently  endeavored  in 
recent  years  to  provide  examiners  clear  guidance  on 
policies  and  practices  which  they  are  to  follow. 
Recent  initiatives  have  included  a  number  of  efforts 
designed  to  minimize  bankers'  concerns  over  examiner 
attitudes  and  practices,  including  efforts  to  enhance 
the  examination  appeals  process  and  to  refocus  the 
examination  process. 

Q.  2.      Mr.  Bowsher,  in  his  testimony  before  the  subcommittee, 
referred  to  GAO  findings  of  lack  of  standardization  and 
lack  of  consistency  in  bank  exeuninations.   As  one 
approach  to  this  issue  of  consistency,  would  it  be 
feasible  for  the  examiners'  notes  and  evaluations  on 
individual  bank  credits  to  be  recorded  in  a  multi-year 
computer  database  that  would  permit  the  regulators  to 
do  (a)  statistical  analysis  of  how  examiners'  loan 
evaluations  over  time  compare  with  actual  loan 
performance  and  (b)  supervisory  review  of  the  loan 
evaluation  work  done  by  a  particular  examiner  over  a 
period  of  time,  as  compared  with  the  work  of  a  peer 
group  of  other  examiners?   In  your  view,  would  such  a 
database  provide  a  useful  tool  for  enhanced  quality 
control  over  the  exzuninatlon  process? 
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2.     The  analysis  of  individual  bank  credits,  and  commercial 
loans  in  particular,  is  inherently  a  subjective 
process,  certainly  as  much  art  as  science. 
Accordingly,  any  evaluation  of  this  analysis  process  is 
complicated  and  is,  itself,  subjective  by  nature.   That 
being  said,  the  Federal  Reserve  is  sensitive  to  the 
issues  raised  by  differing  approaches  to  the 
evaluations  of  individual  credits  by  examiners  and 
assiduously  seeks  to  maintain  consistency  in  this,  as 
well  as  other  examination  activities,  insofar  as  that 
is  possible. 

In  considering  the  issues  related  to  the  evaluation  of 
individual  credits,  it  is  important  to  understand 
certain  elements  of  the  examination  process  which  serve 
to  check  an  examiner  from  inappropriately  assigning  an 
adverse  classification  to  a  credit.   First,  with  few 
exceptions  all  examiners  are  required  to  complete 
comprehensive  training  in  credit  analysis.   This 
training  emphasizes  a  consistent  approach  to  the 
evaluation  of  loans  and  is  reinforced  at  other  required 
training  courses.   Further,  examiners  are  encouraged  to 
discuss  individual  loans  in  detail  with  bank  officials 
responsible  for  the  management  of  the  credits  in  order 
to  ensure  that  the  bank's  perspective  on  the  loans  is 
adequately  understood.   Additionally,  in  the  event  that 
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a  loan  is  determined  to  warrant  adverse  classification, 
the  examiner's  findings  are  presented  to  the  senior 
management  of  the  bank  for  further  discussion.   As  a 
result,  bankers  are  generally  allowed  ample  opportunity 
to  address  any  concerns  examiners  may  have  on 
individual  loans  during  the  examination  process. 

Furthermore,  it  is  essential  to  understand  that 
examiners  are  generally  not  in  a  position  to 
unilaterally  adversely  classify  loans.   The  examination 
process  is  team-oriented  and,  in  most  cases,  involves  a 
number  of  examiners.   In  consequence,  preliminary 
classifications  are  typically  discussed  among  the 
examination  staff  before  they  are  presented  to 
management.   Moreover,  the  work  of  individual  examiners 
often  undergoes  formal  review  by  senior  examiners  at 
the  examination  site  before  resulting  in  an  adverse 
classification  and  by  the  staffs  of  the  Reserve  Banks 
which  review  examination  findings  and  conclusions 
before  a  report  is  forwarded  to  an  institution. 
Finally,  in  the  case  of  larger  credit  transactions 
participated  among  the  largest  financial  institutions, 
the  supervisory  agencies  have  developed  the  Shared 
National  Credit  Program.   This  program  brings  examiners 
from  all  regions  of  the  country  and  each  banking  agency 
together  to  jointly  review  and  classify,  if 
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appropriate,  large  credits  that  are  shared  among 
several  banking  organizations.   Classifications  by  this 
program  are  determined  within  a  committee  process, 
ensuring  that  exeuniner  judgements  are  reasonable  and 
well-supported. 

Given  the  foregoing,  it  is  not  clear  that  the 
development  of  an  elaborate  and  most  probably  very 
expensive  computer  database  is  necessary  to  achieve 
fairness  and  consistency  in  the  loan  review  process. 
In  addition,  the  costs  associated  with  the  development 
and  implementation  of  such  a  database  may  be  difficult 
to  justify  since  credit  analysis,  to  a  considerable 
degree,  is  subjective  in  nature  and  may  not  be  easily 
tracked  by  a  database.   Specifically,  while  further 
deterioration  in  a  classified  loan  could  conceivably 
corroborate  the  accuracy  of  regulatory  conclusions, 
subsequent  Improvements  in  an  individual  classified 
loan*s  performance  would  not  definitively  invalidate 
the  initial  classification.   Loan  performance  may  be 
affected  either  beneficially  or  detrimentally  by  a 
number  of  circumstances  which  cannot  reasonably  be 
foreseen  by  examiners,  including  a  change  in  the 
condition  of  the  general  economy  or  a  particular 
business  sector.  Moreover,  as  the  identification  of 
deficiencies  requiring  additional  Banageaent  attention 
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is  one  of  the  fundamental  objectives  of  the  examination 
process,  it  is  not  only  likely,  but  expected,  that 
classified  loans  will  be  better  managed  in  the  future 
and  should,  in  fact,  improve  by  the  next  examination. 

Although  the  Federal  Reserve  recognizes  the  importance 
of  monitoring  the  performance  and  judgements  of 
individual  examiners,  it  is  not  clear  that  tracking 
individual  performance  would  even  be  feasible  given  the 
high  number  of  examiners  throughout  the  country  and  the 
likelihood  that  difficulties  would  be  encountered  in 
identifying  a  suitable  standard  against  which  to 
evaluate  individual  performance.   Indeed,  the  recent 
strengthening  of  the  examination  appeals  process  by  the 
federal  financial  institutions  regulatory  agencies  in 
conjunction  with  the  implementation  of  a  number  of 
credit  availability  initiatives  would  appear  to  be  a 
far  more  effective  method  of  ensuring  fair  and 
consistent  treatment  of  bank  assets,  particularly  when 
coupled  with  other  ongoing  efforts  detailed  above. 

3.      Mr.  Altman  spoke  disapprovingly  in  bis  testimony  of  a 

case  where  thirty  exzuniners  from  three  federal  agencies 
spent  a  year  examining  one  holding  company  subsidiary 
that  employed  150  people.   What  was  the  nature  of  this 
case?  Do  you  believe  that  the  examination  effort  and 
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th«  •xanination  burd«n  in  this  oasa  vara  appropriata? 
If  you  hava  identifiad  any  inadaquacies  in  this 
particular  casa,  what  ara  thosa  Inadequaoies  and  how 
will  thay  be  avoided  or  corrected  in  the  future? 

3.  As  the  Federal  Reserve  is  unaware  of  the  circumstances 
of  the  case  described  by  Mr.  Altman,  it  is  not  able  to 
respond  to  this  question. 

4.  In  his  written  statement  Governor  Laware  discusses 
details  of  President  Clinton's  program  for  increasing 
credit  availability  to  small  and  medium-sized 
businesses  and  consumers.   One  of  the  proposals  of  the 
program  encourages  banXs  to  utilize  character  and 
general  reputation  in  assessing  creditworthiness  and 
make  loans  more  accessible  to  small  and  medium-sized 
businesses.   Given  the  disparate  treatment  encountered 
by  minority  loan  applicants,  and  the  homogenous  nature 
of  bank  loan  officers  who  tend  to  view  those  most  like 
themselves  as  the  most  credit  worthy  applicants,  how 
will  "character"  loans  benefit  applicants  like  those  in 
my  District  -  minorities  and  women? 

4.      The  Federal  Reserve,  along  with  the  other  federal 

financial  institutions  supervisory  agencies,  has  long 
recognized  the  importance  of  the  equal  availability  of 
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credit  to  all  U.S.  citizens.   Indeed,  the  agencies' 
commitment  to  the  further  development  of  fair  lending 
practices  is  highlighted  in  the  interagency  policy 
statement  on  credit  availability  issued  on  March  10, 
1993  (copy  attached) .   Although  this  commitment  is  not 
explicitly  highlighted  in  the  policy  statement's 
emphasis  on  character  as  a  determining  factor  of 
creditworthiness,  the  agencies  have  consistently  been 
clear  in  their  concern  over  discriminatory  practices 
and  have  taken  significant  steps  to  ensure  that  the 
policy  statement  is  implemented  with  sensitivity  to 
fair  lending  issues. 

Recently,  the  executives  of  the  four  agencies  issued  a 
letter  to  the  chief  executive  officers  of  all  financial 
institutions  in  the  U.S.  addressing  fair  lending  issues 
(copy  attached) .   This  letter  prominently  cites  the 
obligation  of  financial  institutions  to  conform  to  fair 
and  equal  lending  practices  and  suggests  a  number  of 
fair  lending  activities.   These  activities  include 
improvement  of  fair  lending  training  for  employees, 
development  of  ongoing  community  outreach  programs,  and 
participation  in  public  or  private  subsidy  or  guarantee 
programs  designed  to  increase  access  to  affordable 
housing.   In  presenting  these  suggested  activities,  the 
agency  executives  emphasize  the  need  to  educate 
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lenders  and  consumers  to  ensure  Improvements  In  fair 
lending.   However,  the  letter  is  also  clear  in  the 
agencies'  commitment  to  increased  fair  lending 
enforcement  activities. 

In  order  to  further  clarify  their  commitment  to  fair 
lending,  the  agencies  also  issued  an  interagency  policy 
statement  on  fair  lending  initiatives  on  June  10,  1993 
(copy  attached) .   This  statement  details  initiatives 
which  are  designed  to  improve  the  detection  of  lending 
discrimination  by  examiners,  to  improve  the  education 
of  examiners  and  financial  industry  participants,  and 
to  strengthen  fair  lending  enforcement.   These 
initiatives  will  be  completed  over  the  next  several 
months  and  are  expected  to  have  a  significant  influence 
on  both  the  banking  industry  and  the  financial 
institutions  examination  process. 
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COMMERCE.  CONSUMERANf 


Comptroller  of  the  Cunsncy 
AcferlnistTator  of  National  Banks 


Washington,  D-a  20219 
June  25,  1993 


The  HoiOTable  John  M  Spatt,  Jr. 

Chairman 

Subcommittee  cm  Commerce,  Consumer,  and  Monetary  Affairs 

Committee  on  Government  Operations 

U.S.  House  of  Representatives 

Washington,  D.C.  20515-4407 

DearNfr.  Qiairman: 

This  is  in  regxmse  to  your  letter  dated  May  28,  1993.  You  asked  that  we  povide  a 
statemoTt  fw  the  recc»d  cm  several  foUow-i^)  cjuestions  that  arose  fix)m  Senior  Dqsuty 
Conptroller  Steinbrink's  March  17, 1993  testimony  befcMB  your  subcommittee  ccMKeming 
credit  availability. 

Ql.  "A  common  theme  of  our  hearings  was  that  harsh  judgments  by  examiners, 
resulting  in  criticisms  or  adverse  classifications  of  individual  credits  that  bankers  often  felt 
were  unjustified,  has  had  an  overall  chilling  effect  on  business  lending,  particularly  to 
small  businesses.  Inplicit  in  this  conplaint  is  the  suggestion  that  advCTse  examiner 
judgmoits  of  this  sort  irtpose  costs  cm  affected  banks  or  othawise  hinder  cm-  disrq*  the 
business  of  banking.  1  can  readily  understand  how  adverse  examiner  findings  that  result 
in  a  demand  fcff  additional  capital  or  other  supervisory  intervaition  would  be  seriously 
constraining  and  potoitially  costly  to  a  bank,  but  it  is  less  clear  to  me  wtiat  costs  are 
inposed  as  long  as  the  bank  remains  well  capitalized  and  fi^ee  of  sipsvisoty  restraints. 
What  is  your  view  of  the  practical  consetjueiKes  fcx'  a  well  cqiitalized  bank,  including  the 
tangible  costs,  if  examines: 

a.  retjuire  a  bank  to  write  down  the  canying  value  of  a  loan  ch-  a  series  of  loans  to 
levels  below  what  the  bank's  management  believes  is  justified;  cm- 

b.  criticize  a  loan  ex*  a  series  of  loans  fc8'  inadequate  documentation  cr  otho- 
{XTxedural  inadec]uacies? 
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From  a  pragmatic  pospecdve,  is  there  validity  to  the  banks'  complaints  that  hanh 
examiner  judgments  impose  a  chill  on  all  lending  even  by  well  capitalized  banks?" 

Al.  A  clear  distinction  needs  to  be  drawn  bet^veen  the  classification  of  a  loan  for  credit 
quality  reasons  and  the  criticism  of  a  loan  for  inadequate  documentation  or  other 
procedural  inadequacies.  The  extension  of  credit  on  a  safe  and  sound  basis  depoids  on 
the  bank  having  sufficient  information  on  the  borrower's  cqncity  to  repsy  the  loaa  An 
examiner's  aiticism  of  a  loan  or  series  of  loans  for  having  inadequate  documentation  «' 
other  procedural  inadequacies,  is  intoxkd  to  direct  management's  attention  to  a  departure 
from  safe  arxl  sound  banking  practice  and,  in  most  cases,  the  rec]uirements  of  the  bank!s 
own  lerxling  policies  and  procedures.  Suc^  criticism  is  not  a  conment  on  the  quality  of 
the  loaa'  Classification,  on  the  other  hand,  is  the  result  of  an  asset  quality  judgment  by 
the  examiner  concerning  the  degree  of  credit  risk  and  the  likelihood  that  the  loan  will  be 
lic[uidated  in  an  orderiy  manner. 

The  decision  to  classiiy  all,  or  some  portion,  of  a  loan  as  "Loss"  and  recjuire  that  it  be 
charged  off  is  based  on  the  examiner's  evaluation  of  the  currait  facts  and  circumstances 
of  the  loaa  Qvai  the  subjective  nature  of  those  judgmmts,  occasional  differoKCS  of 
opinion  arxi  disagreauaits  between  bank  managanoit  and  examino^  over  the  need  for, 
or  the  amount  of)  a  loan  write-down  are  not  surprising.  The  tangible  costs  associated  with 
such  a  write-down  are  essentially  the  same,  regardless  of  whedier  or  not  the  bank  is  well 
C£^itali2ed.  To  the  extent  the  bank  has  not  already  provicied  sufficient  resa-ves  in  its 
Allowance  for  Loan  and  Lease  Losses  to  covct  the  amount  of  the  diqjuted  write-down, 
its  current  earnings  will  be  reduced.  FrcHn  the  stand^int  of  practical  consecpioices, 
however,  a  well  c^italized  bank  will  be  betta-  able  to  absorb  the  une^qiected  charge  to 
current  earnings  than  will  a  weakly  c^italized  bank. 

With  reelect  to  examiner  criticism  of  loans  for  inadequate  documaitaticn  or  other 
procedural  inadequacies,  managonoit  would  be  expected  to  correct  the  individual 
excepticMTs,  regardless  of  whrther  or  not  the  bank  is  well  capitaiizBd.  In  addition,  vA)ae 
the  exc^)tions  are  caused  by  identifiable  weaknesses  in  the  bank's  loan  administration 
system  or  procedures,  the  bank  would  be  e^qjected  to  take  appropriate  stqjs  to  remedy  the 
weaknesses.  The  cost  of  any  necessary  inprovements  to  the  bank's  loan  administration 
system  could,  of  course,  be  more  easily  borne  by  a  well  cq)itali2ed  bank. 


^In  order  to  reinforoe  this  point,  en  Jxme  10,  1993,  the  Four  Federal 
Regulatory  Agencies  issued  an  "Interagency  Statement  en  the  Supervisory 
Definiticn  of  Special  Mention  Assets."  Amanc|  other  things,  the  statement  makes 
it  clear  that  the  Special  Menticn  category  is  mat  to  be  used  to  identify  an  asset 
vAiich  has  ae   its  sole  weakness  credit  data  exceptions  or  collateral  dociitentation 
exceptions  that  are  not  itaterial  to  the  repayment  of  the  asset. 
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We  have  no  enpirical  data  on  tfie  extent  to  whidi  perceptions  of  harsh  examiner 
judgmoits  might  be  affecting  the  willingness  of  well  c£q}italized  banks  to  laid.  Ptowever, 
because  loan  officers  are  usually  held  accountable  fa*  the  quality  of  dieir  loans,  it  is 
reasonable  to  expect  that  the  level  of  risk  that  a  loan  officCT  will  be  willing  to  consider 
will  be  aflfected  by  his  or  her  percqjtion  of  how  the  loan  will  be  viewed  b^  examiners. 
If  examineis  are  unduly  harsh  in  their  evaluaticxi  of  loans,  the  result  can  be  to  diminish 
the  willingness  of  some  banks  to  loxL 

AccOTdin^,  I  have  beoi  voy  active  with  my  fellow  regulator  in  implementing  the 
President's  Qedit  Availability  Program.  Several  of  the  measures  included  b  diat  program 
are  specifically  aimed  at  ensuring  that  die  loan  review  ]xocess  does  not  ooivey  a  ne^tive 
message  tfiat  is  not  warranted  by  the  condition  of  loans  being  examined. 

On  March  30,  the  Federal  banking  agmcies  released  an  interagoicy  policy  statemait 
announcing  measures  to  eliminate  unnecessaiy  docummtation  requiremoits  fcx*  loans  to 
small-  and  medium-sized  businesses  and  &ims.  Under  the  new  guidelines,  well-managed 
banks  that  are  well-  cr  adequately-c£q)itali2ed  are  pomitted  to  make  and  cany  a  ba^cet 
of  loans  to  small-  and  medium-sized  businesses  and  farms  with  oily  minimal 
documentation.  Examiners  will  evaluate  the  loans  solely  (Hi  the  basis  of  perfcxmance,  and 
the  loans  will  be  exenpt  fix)m  examino-  oiticism  of  documoitation. 

On  June  10,  in  a  joint  release,  the  agencies  reaffirmed  the  guidelines  they  issued  in 
November  1991  aixl  underscOTed  their  commitmail  to  aisure  that  examinas  understand 
and  q^ly  those  guidelines  accurately.  The  June  10  policy  statemait  reitaates  diat  die 
evaluaticxi  of  commercial  real  estate  loans  should  be  based  on  a  review  of  the  bmower's 
willingness  and  cq)acity  to  repay  and  cxi  the  income-fxxxlucing  edacity  of  die  underlying 
coUataal  over  time.  The  statonent  enphasizes  that  it  is  oS  regulatory  policy  to  v^ue 
collateral  diat  underlies  real  estate  loans  cxi  a  liquidaticai  basis. 

Also  CHI  June  10,  the  agencies  issued  a  joint  statemait  that  provides  a  conmon  sqDervisory 
definiticHi  of  Special  Mention  ass^  wiiich  clarifies  the  examinaticm  and  rating  procedures 
relating  to  Special  Mention  loans.  The  statemait  is  aimed  at  avoiding  the  unproper  use 
of  the  "Special  Menticm"  loan  categcny,  wiiich  may  have  inhibited  laiding.  The  agoicies 
are  develqiing  guidance  fcH  examinos  to  e?qplain  how  the  Special  MoiticHi  category 
should  be  used  in  the  assessment  of  the  overall  condition  of  an  institution.  The  guidance 
will  enphasize  that  examiners  should  not  assign  loans  to  the  Special  MenticHi  categoiy 
sinply  because  otha,  similar  loans  in  the  bulk's  portfolio  are  designated  as  Special 
Mention  assets. 

Measures  such  as  these  should  help  to  aisure  that  examinas  do  not  ovoreact  to  loan 
problems  in  ways  that  might  discourage  banks  fix)m  making  sound  loans.  I  have  beoi 
poscHially  involved  in  making  sure  tl^  this  message  is  oHiveyed  to  examiners  in  die 
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field  On  April  28, 1  sett  a  letter  to  all  OOC  examiners  (a  copy  of  ^vhich  is  enclosed) 
emphasizing  the  importance  of  the  examination  process  in  implementing  the  President's 
credit  availability  program.  In  the  letter,  I  encourage  our  examiners  to  rely  on  their 
experience  and  judgntot  in  helping  bankers  to  properiy  manage  risk.  I  am  also  travelling 
to  aU  six  OOC  distncts,  and  many  of  our  field  ofiBces  and  di^  stations,  to  hear  examiners' 
ideas  r^arding  credit  availability,  regulatory  burden,  and  our  initiatives  to  inplement  the 
IVesident's  program. 

I  want  to  einphasi2e,  ho\MBver,  rny  responsibility  to  be  concerned  about  the  safety  and 
soundness  of  the  bariking  system  and  die  adverse  effect  that  unsound  banking  practices 
can  have  on  the  eoGOonty.  Part  of  that  responsibility  involves  ensuring  that  banks  cany 
loans  on  their  balances  sheets  at  realistic  v^ues.  Loan  classifications  must  be  based  on 
the  examinei's  best  assessment  of  the  loan's  prospects  for  teps^noA,  even  when  that 
assessment  differs  fitxn  that  of  the  bank. 

Disagreements  between  bankers  and  bank  examiners  are  a  normal  part  of  die  sqpervisofy 
process.  In  most  cases,  disagreements  over  loan  classification  can  be  resolved  through 
informal  discusskxis.  V^henth^  cannot,  however,  banks  have  a  right  to  a  fiur  and  prompt 
review  of  the  disa^eemenL  The  OOCs  new  review  process  for  banker  qipeals,  which 
the  agency  announoed  on  June  10,  encourages  bardoers  to  seek  a  review  of  any  disputed 
ecaminadon  dedsicn,  and  creates  a  new  Ombudsnen  position  to  oversee  diose  reviews. 

QL  'M'.Bowsher,  in  his  testimory  before  die  subcommittee,  referred  to  GAO  findings 
of  lack  of  standardization  and  lack  of  consistency  in  bank  examinations.  Asoneapproacfa 
to  this  issue  of  consistency,  vwxikl  it  be  feasible  fer  the  examiner's  notes  and  evaluatkxis 
on  individual  bank  credits  to  be  recorded  in  a  mihi-year  computer  database  that  wodd 
pemmt  dK  regulators  to  do  (a)  statistical  analysis  of  how  examines'  knn  evaluations  over 
time  compare  widi  actual  knn  perfennanoe  and  (b)  sifxrvisoty  review  of  the  kxn 
evaluation  work  done  by  a  particular  examiner  over  a  period  of  tiine,  as  compared  with 
the  wok  of  a  peer  g^oi^  of  other  examiners?  In  your  view,  would  such  a  database 
provide  a  useful  tool  fer  enhanced  quality  control  over  the  examinaticn  process?" 

A2.  lUs  is  a  crealne  suggestion,  although  there  are  seme  problems  widi  it  wfakfa  I  will 
(fiscuss  bekyw.  Nonetheless,  as  ComptroUer,  I  anouuiuitted  to  woridng  towards  greater 
inifiMmity  in  the  esorainatkn  prooediies  that  are  used  arourid  the  country.  Weareckne 
to  completing  an  interagen^cofc  report  of  examination  that  will  stamfanfiae  reporting 
fixms  in  semal  coanm  areas  of  examinatian.  In  addition,  the  agencies  are  working 
together  to  provide  consistent  regulations  and  poUdes  to  ensure  dut  the  fiwr  federal 
financial  regulafean  sifiervise  aU  bonks  and  tfarifls  oonststendy. 

Ihe  appnnch  tht  you  suggest,  vvhik  rrieriting  ooiBMferatkin,  woidd  require  a  oonsklerab^ 
e3ipendkiae  of  agpicy  resouoes  becarae  of  the  very  la^ge  number  of  creifils  and 
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examiners  that  would  be  involved  Moreover,  althou^  such  a  data  base  mi^t  aid  both 
research  and  quality  control,  several  factors  would  limit  the  extent  of  that  aid 

In  particular,  because  of  the  facts  and  circumstances  on  which  an  examiner  forms  an 
assessment  of  a  loan's  quality  can  change  over  time,  sinple  comparisons  of  an  examiner's 
assessmoit  with  actual  loan  performance  can  have  limitol  value.  Fot  exanple,  in  the  case 
of  loans  that  are  rated  "Special  Menticm"  or  "Substandard"  early  identification  of  potential 
or  actual  weaknesses  will  often  trigger  a  corrective  action  to  strengthen  either  the  borrower 
or  the  bank's  position  (g^  by  obtaining  additional  collateral  ot  guarantors),  thereby 
mitigating  or  eliminating  the  basis  fcH-  cc»Kem  about  the  loan.  Similarly,  because  an 
examino's  classificaticn  of  a  loan  is  based  cm  his  or  ho-  subjective  evaluation  of  a 
particular  loan  at  a  point  in  time,  meaningful  cortparisons  with  the  work  of  a  peer  groiqj 
of  examiners  reviewing  otho"  loans  at  other  points  in  time  can  be  very  difficult  to  perform. 


Examiners  do,  howevCT,  record  the  basis  for  their  evaluation  of  each  loan  on  a  set  of  "line 
sheets"  that  is  carried  fOTwaid  fiom  (me  examinaticHi  to  the  nexL  Whoi  the  need  arises, 
it  is  possible  to  reconstnx^t  the  classification  histoiy  of  a  loan  to  determine  wtiether  it  has 
beai  qjprofdately  classified  ovct  time.  In  additicwi,  we  do  have  a  quality  control 
mechanism  in  place  far  the  interag^icy  Shared  National  Qedit  (SNQ  {xx)gram  that,  fw 
the  largest  credits  in  the  commercial  banking  system,  acconplishes  appxjximately  the 
same  result  as  your  suggesticai.  Each  year,  a  sanple  of  the  shared  natioial  credits  diat 
have  beai  reviewed  and  classified  uncta-  the  SNC  program  are  re-reviewed  by  anotha- 
team  of  examiners  to  oisure  that  the  oiginal  classificaticms  are  ^q^prc^ate  and  adequately 
documoited 

Q3.  "Mr.  Altman  spcAis  disappovingly  in  his  testimoiy  of  a  case  wtee  thirty 
examiners  fix)m  three  federal  agwcies  spent  a  year  examining  one  holding  coitpaity 
subsidiaiy  that  enployed  wily  150  peqile.  What  was  die  nature  of  this  case?  Do  you 
believe  that  tiie  examination  effort  and  tiie  examinatim  burdoi  in  this  case  woe 
a^^wtpiate?  If  you  have  identified  any  inadequacies  in  tfiis  particular  case,  where  are 
those  inadequacies  arxl  how  will  they  be  avoided  or  corected  in  the  future?' 

A3.  The  examination  referred  to  involved  a  mortgage  banking  subsidiary  of  a  holding 
comparty.  The  pafcsmarce  of  an  examination  was  appropriate;  however,  the  participaticxi 
of  several  regulatory  agmcies  was  not  The  June  10,  1993  Credit  Availability  Initiatives 
armouiKed  by  die  four  Fedaal  Regulattxy  AgeiKies  set  forth  a  policy  that  is  clear  that  we 
will  "Eliminate  dqilicaticn  in  examinations  by  multiple  agencies,  unless  clearly  required 
bylaw." 

Qt  "Could  you  desaibetfie  present  structure  ofthe  examination  fees  charged  by  the 
Oxiptrolla^s  Office  for  bank  examinations?  In  particular,  do  these  fees  have  a  structure 
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that  tends  to  result  in  hi^ier  e?carnnation  fees  for  banks  doing  extensive  small  business 
loiding  than  for  banks  \\ith  low  loon  to  asset  ratios?' 

A4  The  CcHnptrollei's  Office  and  the  examination  fimction  are  fUnded  by  assessments 
based  upon  a  national  bank's  assets.  These  assessmorts  are  detomined  by  an  assessmoit 
schedule  published  annually  in  the  'T^fotice  of  Conptroller  of  the  Currency  Fees."  Asset 
size  is  tiie  detominant  of  the  assessment  that  a  bank  pays  and  ail  banks  of  the  same  asset 
size  pay  the  same  assessment  Assessments  do  not  vaiy  according  to  the  ccxnposidon  of 
the  balance  sheet  or  the  business  em^^iasis  of  the  bank. 

Q5.  "In  his  written  statonoit  Mr.  Steinhink  refored  to  an  OCC  study  that  e;q)lores 
home  mratgage  lending  pactices.  The  study  data  suggested  that  violations  of  equal  credit 
and  feir  len^ng  law  most  conmonly  involve  unequal  treatmoit  of  applicants.  My 
[Gingressnan  Bobby  Rush's]  district,  for  exanple,  is  predominately  black.  How  can 
disparate  treatmait  by  comtiKmity  banks  in  my  district  be  identified  under  these 
circumstances?  Also,  did  the  data  suggest  any  geogr^hical,  demograjirfiical  or  otho- 
pattoiis  in  identifying  these  patterns?  And  v^hat  stqjs  does  the  OOC  plan  to  take  to 
correct  tfiese  pattons  among  loKfcrs?' 

A5.  The  data  Mr.  Steinbrink  referred  to  in  his  statemait  was  obtained  in  a  stucfy 
conducted  by  the  Boston  Fedaal  Reserve  Bank  of  mratgage  laiding  decisions  by  131 
financial  institutions  in  the  Boston  area.  The  study  showed  a  residual  diffaoKe  in 
lending  to  mincxities,  apparailly  attnTjutable  to  race  and  naticxial  origin,  aftCT  all  econranic . 
and  prcpoty  diaracteristics  had  been  taken  into  COTsidaatiai.  The  Boston  study  did  not 
detect  any  pattern  of  difference  in  treatment  based  c«i  gec^r^^c  ot  demographic  factors. 
The  residual  difference  ^jpeared  to  be  attributable  to  the  race  ot  naticmal  cmgin  of  tfie 
^jplicants  themseh^. 

The  feet  that  your  district  is  predominantly  black  should  not  prevart  regulatns  of  the 
banks  in  your  district  fitm  detecting  sudi  differences  in  ihs  treatmait  of  mratgage  loan 
qjplicants,  on  the  basis  of  race  or  national  wigja  If  the  banks  in  your  district  receive 
applicants  fiom  more  than  one  racial,  edmic,  ot  gmdo-  groqj-and  tiiis  is  almost  always 
tiie  case,  evoi  fw  minwity-owned  banks  located  in  predcHninantly  minority 
nei^ibofhoods-a  thnough  conparative  analysis  of  the  information  ccmtained  in  the 
nxxtg^ge  loan  files  wiU  detect  pattons  of  differential  treatmait  in  die  post-sqiplication 
portion  of  the  mottg^ge  loan  process. 

I  am  deeply  conmitted  to  identifying  and  rooting  out  illegal  disaiminaticgi  in  all  aspects 
ofbanking.  The  (XXT  is  vworidiig  wWi  otfier  agaicies  on  a  nurnber  of  projects  to  improve 
fiiir  lending  detection  tedmiques,  enfoicenmt,  and  education.  Oi  May  27,  the  Federal 
banking  agencies  issued  a  joint  statonent  to  financial  institutions  reafBiming  our 
enforcement  of  &ir  lending  laws  and  providing  guidance  on  fair  landing  matters.  The 
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agencies  are  revising  the  sqpervisoiy  enfofoemot  poUcy  for  violadois  of  the  Equ^ 
Opportunity  and  Fair  Housing  Acts  (EOOA  and  FHA).    TTie  revised  policy,  wiiich 
replaces  the  policy  we  issued  in  1981,  specifies  the  actions  we  will  take  when  we  find 
violations  of  the  ElOOA  and  FHA. 

In  addition,  as  we  announced  en  June  10,  die  agencies  are  working  on  five  new  projects 
to  enhance  our  ability  to  detect  lending  discrimination,  inprove  die  level  of  education  we 
provide  to  the  banking  industiy  and  to  examiners,  and  strengdien  mforcemait  of  fiiir 
lending  laws.  Under  those  prefects,  we  will  develop  a  new  &ir  lending  training  program 
for  esqperienced  compliance  examiners,  develop  and  sponscx- regional  &ir  lending  prograns 
for  tcp  level  industiy  exeoitives,  and  e^qilore  statistically  based  discrimination  analysis 
models.  Each  agency  will  also  implement  internal  processes  for  referring  violations  of  the 
E(X>A  to  die  DqjaitnKnt  of  Justice,  and  fiilher  refine  its  processes  for  handling  consunier 
conplaints. 

Difference  in  treatment  at  die  pie-«^lication  stage  of  die  lending  process  can  best  be 
detected  by  matched-pair  testing.  I  recently  annotnced  diat  the  OOC  would  undertake  a 
pilot  program  of  such  testing  at  the  institutions  we  supervise.  We  are  now  consulting  with 
the  DepactmoA  of  Housing  and  Ufban  Development-which  has  extensive  experience  in 
the  use  of  testing  to  detect  discrimination  in  housing  sales  and  rentals,  and  recently 
initiated  testing  for  loan  discrimination-on  die  best  testing  techniques.  We  also  plan  to 
meet  with  &ir  housing  ffoups  Aat  have  e^qienence  widi  testing.  We  hope  to  have  a  pilot 
program  running  some  time  next  year. 

I  have  also  formed  an  (XX  task  force  to  investigate  reports  of  unequal  access  to  credit 
in  die  Washington  DC  metropolitan  area  and  in  odier  large  metropolitan  areas  around  die 
country.  The  task  group  will  make  recommendations  on  actions  die  OOC  should  take  to 
improve  access  to  credit  in  low-income  and  predominandy  minority  neighborhoods. 

For  your  information,  I  am  encksing  copies  of  our  reoendy  issued  guidelines  for 
coiidiictiiig  resideritial  leridiiig  exaininatioris,  arid  the  openiiig  statenioit  I  m^  at  the  May 
Sth  press  conference  aimouncii)g  both  the  issuance  of  the  new  guidelines  and  the  testing 
program. 
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Please  let  me  know  if  you  have  any  further  questions. 
StDcerely  yours, 

Eugoie  A.  \xAtn%  1/ 

Ccmiptroller  of  the  Curroicy 

Attadnnents: 

IntoagOTcy  Statanent  rai  the  Sqjavisay  Etefinition  of  Special  Maitiai  Assets 

Interagoicy  Policy  Statanent  «i  Documaitati«i  for  Loans  to  Snail-  and  Medium-sized 
Businesses  and  Fanns 

IntCTagHKy  Policy  Statemait  on  Examinati(Hi  Coordination  and  Implemnitation  Guidelines 

Letter  fixrni  Eugene  A  Ludwig,ConptrollCT  of  the  Cunwicy,  to  all  CXXexamiiiing  staff 
on  inplementation  of  the  Presidraifs  Qedit  Availability  Program,  April  28,  1993 

Statemait  by  Eugene  A  Ludwig,  Conptrollo-  of  the  Qnrmcy,  \fay  5,  1993 

Examining  Bulletin  93-3,  Examining  fw  Residential  Lending  DisaiminatiMi 
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DOUGLAS  C  BROWN,  MAI 
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APPRAISAL  Columbia.  SC  29204 

INSTITUTE  PO  BO.  5854 

•  ■^^■■■wib  Columbia.  SC  29250 

(803)  256-6072 
(803)  256-6073  FAX 

March  23,  1993 


The  Honorable  John  M.  Spratt 

US  House  of  Representatives 

1533  Longworth  House  Office  Building 

Washington,  DC   20515 


Re:      Congressional  Hearing  on  Credit  Availability  for  Small  Businesses 

before  the  House  Subcommittee  on  Commerce,  Consumer,  and  Monetary  Affairs 

Dear  Representative  Spratt: 

Thank  you  for  the  opportunity  to  address  you  and  your  committee.  I  certainly  appreciate  the  interest  you 
are  showing  on  the  appraisal  issues.  I  know  you  will  agree  that  the  Appraisal  Institute  is  trying  to 
discover  ways  to  assist  President  Clinton  and  other  members  of  the  administration  in  developing  avenues 
to  ease  the  credit  crunch.  In  my  opinion,  the  arbitrary  establishment  of  di  minimus  levels  of  $100,000 
or  even  $250,000  is  not  the  answer  to  improving  the  availability  of  credit.  The  real  solution  to  improving 
the  availability  of  credit  is  reasonable  and  logical  regulations.  We  encourage  you  and  your  committee 
to  continue  to  study  the  new  definitions  of  value  that  we  presented. 

We  also  encourage  you  to  help  us  find  ways  to  work  with  various  regulators  so  that  they  will  allow 
appropriate  departure  from  the  fiill  requirements  of  the  Uniform  Standards  of  Professional  Appraisal 
Practice  (USPAP)  when  appropriate.  For  example,  when  an  appraisal  is  pFe{»red  for  additional 
collateral,  or  when  a  loan  requires  the  mortgaging  of  properly  through  "the  abundance  of  caution,"  it 
certainly  may  not  be  necessary  to  require  a  full  USPAP  compliance  appraisal  report.  A  limited  report 
may  serve  the  client  as  well  as  the  lending  institution  and  it  would  certainly  save  both  time  and  cost  to 
the  borrower. 

I  was  interested  to  learn  that  you  had  been  in  the  banking  industry  at  one  time.  I  began  my  career  in 
1963  with  Wachovia  Bank  in  Winston  Salem,  NC.  After  several  years,  I  moved  to  Columbia,  SC,  with 
First  National  Bank.  Even  though  I  left  banking  approximately  ten  years  before  you  did,  I  still  feel  that 
I  have  a  relatively  close  association  to  the  banking  profession  since  my  son  is  a  real  estate  loan  officer 
in  Charleston,  SC,  with  NationsBank.  This  opportunity  has  givoi  me  a  better  understanding  of  the 
banking  profession  than  most  ai^raisers. 
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I  look  forwaid  to  working  with  you  and  your  committee  through  the  balance  of  this  year  and  during  next 
year  when  I  become  President  of  the  Appraisal  Institute.  Please  let  me  know  if  there  is  any  way  I  can 
assist  you  in  South  Carolina  or  in  any  other  capacity. 


Sincerely, 


Douglas  C.  Brown,  MAI 


cc:       Don  Kelly 

Bemie  Fountain 
Richard  Sorenson 


b:\Spratt 
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April  2,  1993 


Honorable  John  Spratt 

206  Cannon  House  0£Eice  Building 

Washington,  DC  20515 

Dear  Chainnan  Spratt: 

RE:  Testimony  before  the  Subcommittee  on  Commerce,  Consumer 

and  Monetary  Affairs  of  the  House  Government  Operations 
Committee,  March  23,  1993 

In  retrospect  of  captioned  testimony,  I  wanted  to  further  clarify  comments 
made  in  my  testimony  which  was  questioned.  In  the  last  paragraph  of  page 
12  relating  to  "most  state  appraiser  regulatory  programs  are  funded  directly 
by  licensee  fees.  A  decline  in  the  number  of  applicants  could  have  adverse 
affects  upon  the  stability  of  State  regulatory  programs-the  cornerstone  of 
appraisal  reform."  The  question  raised  was  quite  appropriate  and  my 
response  inadequate  at  that  time. 

Upon  further  reflection,  I  want  to  point  out  that  State  Licensure  and 
Certification  Programs  have  been  under  implementation  since  August  9, 1989, 
when  the  Congress  enacted  Title  XI  of  FIRREA.  To  implement  this 
program  has  not  been  an  incidental  expense  in  either  time  or  cost.  While  it 
was  obviously  a  much  needed  effort,  to  jeopardize  it  for  all  fifty  states  by 
essentially  "rolling  back"  its  need  even  before  it  has  an  opportunity  to  become 
effective  (only  11  weeks  into  full  implementation)  seems  terribly  counter 
productive  and  an  economic  waste.  This  is  not  to  mention  the  crucial 
importance  of  maintaining  creditabiUty  and  reliability  in  the  appraisal  process 
and  product  from  a  consumer  standpoint.  Whether  the  State  Licensure  and 
Certification  agencies  succeed  or  fail  financially  as  a  result  is  not  as  important 
as  the  rationale  of  the  need  for  such  a  program  in  August  of  1989  and  a 
literal  disregard  of  such  need  in  March  of  1993. 

We  appreciated  once  again,  the  opportunity  to  testify  before  your 
Subcommittee  and  are  sensitive  to  your  concerns,  which  I  presume  are 
mutual  concerns.  Regulations  which  may  have  become  overly  aggressive 
resulting  in  the  creation  of  the  sUck  of  regulatoiy  documenU  suggested  by 
the  banking  testimony  do  not  involve  the  appraisal  requirements  of  FIRREA 


"CstaM%hed  to  promote  approrvl  uandards  owl  qualifkotiom  by  providint  finomial  mpptft  fiw  ood 
%  mtmbtrt  to  the  Appratiat  Stondonh  Board  and  the  Appradrr  Quultfications  Board- " 
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Honorable  John  Spratt 
April  2,  1993 
Page  2 


which  are  simply  a  common  sense  protection  of  U.S.  taxpayers.  Frankly,  the  banking 
regulatory  burden  results  from  the  overzealous  lending  efforts  in  recent  years. 
However,  at  that  time  the  appraisal  profession  was  blamed  for  a  lot  of  problems 
which,  if  true,  the  solutions  suggested  will  certainly  be  adversely  affected  by  this 
proposed  current  relaxation  of  legislation. 

Thank  you  and  the  Committee  for  this  opportunity.  Please  contact  David  S.  Bunton, 
Executive  Vice  President  of  The  Appraisal  Foundation  or  myself  for  any  further 
information. 

Sincerely, 


Richard  R  Nichols 

Vice  Chairman,  Board  of  Trustees 

The  Appraisal  Foundation 


REN:mek 

cc:  All  Members  of  Subcommittee 
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COMMERCE.  CONSUMER  ANC 
lETARYAFFABSSUBCnutr 

THE  HONORABLE  JOHN  N  SPRATT  JR 

CHAIRHAN 

COMMITTEE  ON  GOVERNMENT  OPERATIONS 

UNITED  STATES  HOUSE  OP  REPRESENTATIVES 

21S7  RAYBURN  HOUSE  OFFICE  BUILDING 

NASHINGTON  DC  20S1S-6143 

Dear  Chairaaa  Spratt: 

I  very  auch  appreciated  the  opportunity  to  testify  before  your  Subcoaalttee  on 
Hay  10,  1993  regarding  the  regulatory  burden  laposed  upon  banks  and  their 
iapact  on  credit  availability.   I  believe  that  the  series  of  hearings  which 
your  coaaittee  has  held  will  prove  to  be  aost  beneficial  and  I  applaud  your 
efforts  to  learn  aore  about  this  subject. 

Following  ay  testiaony  you  asked  a  very  pointed  question  regarding  the  iapact 
of  regulations  on  our  bank  in  view  of  the  fact  that  we  enjoy  an  80%  loan-to- 
deposit  ratio  and  a  return  on  average  assets  of  approxiaately  IX.  It  is 
difficult  for  ae  to  provide  a  convincing  arguaent  that  the  regulatory  burden 
has  draaatically  haapered  our  bank's  ability  to  provide  credit  within  our 
coanunity;  however,  as  I  aentioned  in  response  to  your  question,  I  aa 
concerned  about  the  long-tera  iapact  of  such  regulations  upon  coaaunity  banks, 
particularly  when  the  saae  regulations  are  not  laposed  on  our  non-bank 
coapetitors. 

Since  returning  to  Paducah  I  have  given  this  subject  further  thought  and 
researched  soae  data  which  I  think  aight  be  helpful.   Earlier  this  year  a 
study  prepared  by  Grant  Thornton  for  the  Independent  Bankers  Association  of 
Aserica  concluded  that  the  cost  to  coaatinity  banks  for  coaplylng  with  13  key 
regulatory  areas  is  estiaated  to  be  $3,954  per  $1  Billion  of  total  assets. 
This  nuaber  is  consistent  with  other  estiaates  prepared  by  various  banking 
associations  and  independent  consultants.   Assuaing  that  this  estiaate  is 
applicable  to  our  own  bank,  and  1  believe  it  is  reasonably  accurate,  then 
without  these  regulations  we  would  be  able  to  reduce  the  interest  charges  to 
our  loan  custoaers  by  30  basis  points  and  increase  the  yield  to  our  deposit 
custoaers  by  22  basis  points  and  still  aaintain  the  saae  return  to  our 
shareholders.  As  you  can  see,  the  benefits  to  our  borrowers  and  depositors 
would  be  significant  and  our  shareholders  would  continue  to  enjoy  a  siallar 
return  on  their  investaents. 
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1  cannot  argue  that  all  regulations  should  be  removed,  therefore,  the  example 
above  is  somewhat  Impractical.   However,  it  should  be  dramatically  apparent 
that  a  significant  reduction  in  the  regulatory  burden  would  provide  immediate 
and  noticeable  benefits  to  our  customers. 

As  I  stated  in  my  testimony,  it  is  my  belief  that  the  regulatory  burden  can  be 
reduced  while  still  maintaining  the  safety  and  soundness  of  our  banking 
system.   Again,  I  commend  you  and  your  committee  on  its  efforts  and  I  look 
forward  to  progress  in  the  near  future.   Deregulation  knows  no  party;  it  is  in 
the  best  interest  of  all! 

Sincerely, 

JC^   rTuimjifrri. 

Joseph  H.  Framptom 
President  and  CEO 

c  Congressman  Tom  Barlow 
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apical  requirements  have  long  boon 
considered  iniportaiu  to  bank  safety 
and  the  protection  of  the  federal  deposit 
insurance  fund.    But  widespread  banking 
problems  and  heavy  losses  to  the  deposit 
insurance  fund  have  intensified  the  focus 
on  capital.    Supervisory  agencies  have 
become  even  more  rigorous  in  applying 
and  enforcing  capital  sundards,  imposing 
higher  requirements  on  damaged  banks. 
Furthermore,  capital  requirements  have 
taken  on  greater  significance  as  a  result 
of  a  key  provision  of  the  recendy  enacted 
banking  legislation,  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act 
of  1991,  which  links  various  supervisory 
actions  to  deteriorating  capital  ratios  in 
troubled  institutions.    Meanwhile,  insuffi- 
cient attention  has  been  given  to  enhancing 
the  role  of  capital  requirements  in  limiting 
excessive  risk-taking  at  an  earlier  phase  of 
the  cycle.    Thus,  in  response  to  the  cycle  of 
heavy  risk-uking  and  subsequent  losses  that 
characterized  the  U.S.  banking  system  in 
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the   l'^.S(K,  t'.ipit.il  ri-i)uiii.-mcnts  m.iy 
luvc  u'iiilorioil  tlu'  i.'n>miniu'  itown- 
swinn  u  itlioiit  surtn.icn(ly  nunUr.>tiiii» 
the  c.irhiT  iipswinj;. 

This  oss.iy  discusses  iiirrciit 
siipor\'isory  practices  with  respect  tt> 
capital  and  exaniines  their  appropriate- 
ness in  the  context  of  long-st.indinj» 
supervisory  concepts,  the  various 
phases  of  the  risk/loss  cycle  for  banks, 
and  the  health  of  the  regional  and 
national  economies. 


URRENT  Application  of 
Capital  Requirements 


Historically,  regulators  have 
determined  the  general  level  of  capital 
considered  necessary  for  banks  and 
bank  holding  companies  (BHCs)  at 
times  when  nearly  all  banks  were  in 
sound  condition  and  required  that  each 
bank  maintain  sufficient  capital  to 
absorb  potential  future  losses.    Because 
banks  differ  in  the  riskiness  of  their 
asset  composition  and  lending  prac- 
tices, supervisors  not  only  establish 
general  standards  in  tcrins  of  capital 


ratios  but  also  t.iilor  the  i  .ipital  iei|iiire- 
meiits  oliiulivu1ii.ll  b.inks  to  their 
p.ntuular  vulner.ibilities  to  future 
losses.    C'apital  measures  and  standards 
are  described  111  l)t>\  1  on  p.  lO.    These 
include  the  standards  adopted  under 
the  Uasle  Accord  for  international 
banks,  which  regulators  in  the  United 
States  have  chosen  to  apply  to  all 
domestic  banks  as  well. 

The  adequacy  of  bank  capital 
traditionally  has  been  determined 
relative  to  the  credit  risk  exposure 
inherent  in  an  individual  bank's  asset 
structure,  with  factors  such  as  manage- 
ment capability,  fundamental  profitabil- 
ity, liquidity,  interest  rate  exposure, 
and  general  business  risk  considered 
as  well.    Even  when  a  risk-based 
measure  was  used,  its  function  was 
simply  to  organize  certain  risk  infonna- 
tion,  not  to  eliminate  the  need  for 
supervisory  discretion. 

The  concept  of  risk  employed 
in  the  international  risk-based  capital 
measures  relates  to  the  inherent  vulner- 
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ability  of  certain  asset  classes  to  future 
losses.    In  the  deliberations  leading 
to  the  decision  to  adopt  risk-based 
measures  in  this  country,  the  federal 
supervisory  agencies  specifically  rejected 
the  concept  of  basing  capital  require- 
ments on  current  credit  weaknesses 
as  reflected  in  delinquent  loan  dau 
or  examiner  loan  classifications.   The 
rationale  was  that  the  most  important 
function  of  capital  is  to  prevent  bank 
failures.   To  do  this,  sufficient  capital  must 
be  in  place  before  a  bank  finds  itself  in 
serious  difficulty.  It  is  usually  too  late  to 
raise  capital  after  problems  appear. 

Another  important  function  of 
bank  capiul  is  to  protect  the  deposit 
insurance  fund.    The  debate  on  risk- 
based  capital  measures  recognized  that 
this  function  can  be  performed  most 
efficiently  by  minimizing  the  incidence 
and  cost  of  bank  failures,  and  that  this 
can  be  achieved  by  requiring  ex  ante 
capital  proportionate  to  risks  taken. 

It  was  also  understood  that 
capital  should  be  countercyclical,  built 
up  as  banks  take  increasingly  risky 


positions,  but  allowed  to  decline  as 
losses  are  absorbed  in  times  of  stress. 
Regulators  anticip.itod  that  most 
damaged  banks  would  not  be  able  to 
replenish  capital  quickly  in  a  period  of 
general  distress,  and  that  the  appropriate 
focus  at  such  time  should  be  on  over- 
coming problems  rather  than  forcing 
shrinkage  to  meet  higher  capital 
requirements. 

Current  distress  among  banks 
not  only  is  unusually  severe  but  also 
follows  closely  on  the  heels  of  the  thrift 
crisis,  which  wiped  out  the  deposit 
insurance  fund  for  thrifts  and  ultimately 
will  cost  the  taxpayers  about  SI 30 
billion,  according  to  recent  estimates 
by  the  Resolution  Trust  Corporation, 
the  federal  agency  created  to  dispose  of 
failed  thrifts.    Against  this  background, 
bank  regulators,  the  Congress,  and  the 
Administration  have  developed  great 
sensitivity  to  the  need  to  tighten  super- 
visory standards.    The  major  focus  has 
been  on  the  application  of  strict  capital 
requirements.    Over  the  past  three 
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years,  rc^^iiLitors  li.ivc  imposcci  siippk-- 
mciit.il  capit.il  rcmurcnicnts  based  on 
tlicir  evaluations  of  the  problems  in 
individual  banks.    As  illustrated  in  Uox 
1 ,  one  way  the  tightening  has  been 
implemented  is  by  increasing  the 
leverage  ratio  (capital  to  total  assets) 
requirement  from  the  3  percent  mini- 
mum to  a  much  higher  level  for  a 
troubled  bank. 

The  3  percent  minimum  leverage 
ratio  is,  by  design,  seldom  the  most 
restrictive  when  compared  simultaneously 
with  the  nsk-based  ratios.    The  leverage 
ratio  often  becomes  constraining,  how- 
ever, when  its  requirement  is  adjusted 
to  account  for  a  bank's  poor  supervisory 
rating,  imposing  a  capital  requirement 
significantly  higher  than  would  be  called 
for  by  the  risk-adjusted  standards. 
Damaged  banks  are  required  to  meet 
higher  capital  standards  than  those  applied 
when  they  were  engaged  in  risky  lending 
activities,  a  few  years  before.   The  forced 
shrinkage  in  assets  or  loans  that  results  is 
just  the  sort  of  procyclical  efiect  deliber- 


ately avoided  in  the  design  ot   the  interna- 
tional capital  standard. 

The  international  standard  does 
not  call  for  a  leverage  ratio.    In  adopting 
the  risk-based  measures,  U.S.  regulators 
decided  to  continue  a  leverage  ratio  for 
a  time  because  of  concerns  that  some 
banks  with  unusual  risk  characteristics 
could  have  insufficient  capital  and  yet 
meet  the  risk-based  standard.    It  was 
also  noted  that  some  minimal  level  of 
capital  should  be  required  to  cover 
possible  interest  rate  sensitivity  risks  in 
banks  with  low  credit  nsk  requirements. 
Since  the  risk-based  requirements  are 
expected  to  incorporate  a  measure  for 
interest  rate  sensitivity  risk  in  the  near 
future,  it  may  be  that  the  leverage  ratio 
requirement  will  become  redundant  at 
that  time. 

This  prospect  for  elimination 
of  the  leverage  ratio  at  some  point 
does  not  relieve  immediate  concerns, 
however,  as  the  New  England  economy 
still  is  affected  by  limited  credit  avail- 
ability, although  the  problem  should 
gradually  diminish.    Also,  the  practice 
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of  inironsiiig  capital  rcqtiircnii-iits  based 
on  current  condition  is  not  necessarily 
tied  to  the  leverage  ratio.    Another 
recent  regulatory  practice  has  been 
to  increase  the  rcquircnjcnt  for  the 
risk-based  total  capital  measure  above 
the  8  percent  minimum,  on  the  basis 
of  supervisory  evaluations.    This  gener- 
ally makes  the  adjusted  total  capital 
ratio  binding,  again  setting  a  higher 
standard  for  damaged  banks  w/hich  can 
force  immediate  and  undesirable 
shrinkage  in  assets. 

Current  supervisory  practice 
forces  undercapitalized  banks  to  submit 
capital  restoration  plans  that  call  for 
near-term  conformance  with  capital 
standards,  even  though  many  banks 
can  only  accomplish  this  through  the 
shrinkage  of  assets,  particularly  loans. 
A  number  of  New  England  commercial 
and  savings  banks  are  now  attempting 
to  reduce  their  loan  volume,  not 
only  through  loan  sales  and  minimal 
ne\v  lending  activity  but  also  by 
squeezing  out  exisung  borrowers. 


This  practice  tends  to  deepen  the 
econontic  slump  .ind  hinder  recovery 
in  the  following  ways: 

/    Banks  can  most  easily  dispose 
of  their  best  .ind  more  profitable  assets. 
Thus,  rapid  loan  shrinkage  increases  the 
risk  and  lowers  the  profitability  of  the 
remaining  portfolios,  making  it  more 
likely  that  even  banks  with  good  pros- 
pects will  eventually  (ail. 

■;'.   When  several  banks  in  a 
region  must  shrink  their  lending  at  the 
same  time,  numerous  borrowers  are 
forced  to  seek  credit  elsewhere,  with 
fewer  alternative  sources.    Many  New 
England  banks  have  failed  and  their 
sound  loans  have  been  absorbed  by 
other  banks  in  the  region,  decreasing 
both  the  number  of  lending  alternatives 
and  the  available  lending  capacity  of 
the  acquiring  banks.    Moreover,  uncer- 
tainties stemming  from  the  collapse  of 
the  commercial  real  estate  market, 
the  general  weakness  of  the  regional 
economy,  and  recent  changes  in  super- 
visory practices  have  made  most  banks 
strongly  risk  averse.  Thus,  even 
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Supervisory  Capital  Standards  for  Banks 

? 

An  intcnjational  a^ccnicnt  in  July  1*>K8  c«it.iblislicd  a  iiniforni  st.nul.ird  for  c.ipu.il 
adequacy  based  on  levels  of  credit  risk  in  cenain  asset  categories,  for  use  by  international  banks 
in  the  major  industrialized  countries.    The  standard,  known  as  the  Uasle  Accord  tor  the  city  in 
Switzerland  in  which  negotiations  were  held,  began  to  be  phased  in  for  all  United  States 
banks  in  1989,  and  will  be  fully  iniplcnicntcd  by  the  end  of  1992. 

Countries  are  free  to  augment  the  Basle  standard  with  other  requirements,  and  the 
federal  supervisors  in  this  country  adopted  a  uniform  3  percent  minimum  leverage  ratio 
(capital  to  assets).    In  addition,  each  of  the  three  U.S.  banking  agencies  more  recently  has 
adopted  its  own  supplemental  standards  requinng  higher  capital  ratios  for  banks  with  weak 
supervisory  ratings. 

Historically,  bank  supervisors  generally  assessed  capital  adequacy  using  cither  a  basic 
ratio  of  capital  to  total  assets,  now  commonly  referred  to  as  a  leverage  ratio,  or  a  slighdy  more 
complex  ratio  that  excluded  very  low-risk  asset  categories  froin  the  denominator.    {An  excep- 
tion was  the  use  by  the  Federal  Reserve  of  a  detailed  risk-based  measure,  referred  to  as  Form 
ABC,  from  1956  to  the  niid-1970s.)    Immediately  prior  to  the  Basle  Accord,  federal  agencies 
employed  a  uniform  version  of  the  leverage  ratio  called  the  "primary  ratio,"  which  differed 
significandy  from  the  current  leverage  ratio  in  its  treatment  of  intangibles  and  by  fully  includ- 
ing loan  loss  reserves  as  capital. 

Basle  Accord  Requirements 

T 

"The  fundamental  Basle  Accord  concept  relates  capital  to  weighted  categories  of  assets. 
For  example,  cash  and  U.S.  government  secunties  carry  no  capital'  requirement,  securities 
such  as  those  issued  by  banks  or  local  governments  are  given  a  20  percent  weight,  residential 
mortgages  a  50  percent  weight,  and  most  other  assets  a  100  percent  weight.    Weightings  are 
also  calculated  for  off-balance-sheet  risks. 

Two  definitions  of  capital  are  used:  tier  1  capital  is  essentially  pure  equity,  whereas  total 
capital  includes  additional  (tier  2)  items  such  as  a  portion  of  the  reserve  for  bad  debts  and 
certain  debt  instruments.    The  Basle  Accord  sets  minimums  in  terms  of  these  two  ratios.    By 
the  end  of  1992.  tier  1  capital  should  be  at  least  4  percent  of  weighted  assets,  and  total  capital 
should  be  at  least  8  percent  of  the  same  base.    In  this  country,  most  banks  are  required  to  have 
tier  1  ratios  well  in  excess  of  the  minimum,  and  in  practice  all  but  a  small  percentage  of  U.S. 
banks  currently  have  tier  1  ratios  above  6  percent. 

Minimum  Leverage  Ratio 

T 

When  adopting  the  Basle  standard,  U.S.  supervisors  decided  that  a  minimum  leverage 
ratio  >A'as  desirable  to  cover  banks  that  might  have  very  low  risk-adjusted  requirements,  yet 
have  other  nsk  characteristics  not  currently  reflected  in  the  measure,  such  as  interest  rate  risk. 
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Tl>is  Mtin  \v»s  onciitAlly  set  at  3  pcricnt  Jor  .ill  banks;  the  iiilciit  was  chat  it  serve  only  as  .1  iKior  ami 
(hat  the  higher  risk-based  ratios  be  more  constraining  in  all  but  eNeeptiotial  eases. 

Supplemental  Requirements  Tied  to  Cuhrlnt  Dcterioraiion  in  Credit  Qii*Lri> 

T 

Recently,  each  of  the  bank  supervisory  agencies  has  been  imposing  special  capital  require- 
ments base-d  on  the  degree  ot' deterioration  in  a  bank's  current  condition,  as  opposed  to  the  mherent 
risk  of  future  problcnu  that  is  captured  by  the  risk-based  measures.    Uased  on  a  review  of  capital 
plans  submitted  by  New  England  banks  and  bank  holding  companies  (BHCs)  to  the  three  federal 
regulatory  agencies  for  approval,  it  is  evident  that  supervisors  are  requiring  institutions  with  weak 
supervisory  ratings  to  achieve  higher  leverage  or  total  capital  ratios  than  healthier  banks. 

While  the  additional  capiul  required  may  be  determined  judgmentally  for  each  institution, 
the  typical  pattern  can  be  illustrated  as  follows,  based  on  bank  or  BHC  composite  supervisory  ratings 
(CAMEL  or  BOPEC):* 


Rating 

Leverage  Ratio 

Total  Capital  Ratio 

1 

3« 

8% 

a 

a 

3 

9 

A 

9.S 

s 

0.8 

Interaction  of  Various  Capital  Measures 


If  it  were  not  for  the  supplemental  requirements  tied  to  current  deterioration,  the  most 
important  capital  standard  would  undoubtcdJy  be  the  tier  1  equity  capital  ratio  in  most  cases.    Nearly 
all  banks  are,  and  should  be,  expected  to  operate  in  a  range  well  above  4  percent,  with  the  inherent 
risks  associated  \vith  loan  concentrations  and  other  risk  factors  that  are  not  explicitly  addressed  in  the 
risk-based  weighting  systein  influencing  judgments  as  to  the  adequacy  of  ratios  for  individual  banks. 
If  a  6  percent  tier  1  ratio  requirement  is  assumed  for  illustrative  purposes,  the  tier  2  capital  needed  to 
meet  the  minimum  8  percent  total  capital  requirement  would  be  only  2  percent  of  assets  and  could 
usually  be  satisfied  by  a  portion  of  the  reserve  for  loan  losses,  augmented  if  necessary  by  modest 
amounts  of  subordinated  debt  or  other  tier  2  capital  instruments.    Qualifying  tier  2  capital  may  not 
exceed  actual  tier  1  capital,  and  the  portion  of  subordinated  debt  and  intermediate  preferred  stock 
counted  in  tier  2  capital  may  not  exceed  50  percent  of  tier  1  capiul.    Many  smaller  banks  that 
cannot  easily  issue  the  types  of  debt  eUgible  as  tier  2  capital  meet  all,  or  nearly  all,  of  their  total 
capital  requirement  with  rier  1  capital.    As  originally  intended,  the  3  percent  minimum  leverage 
ratio  would  be  the  most  constraining  ratio  only  in  rare  cases. 

If,  however,  the  requirement  for  either  the  leverage  ratio  or  the  risk-adjusted  total  capital 
ratio  is  raised  above  the  minimum  for  troubled  banks  and  BHCs  based  on  the  scheme  illustrated  above,  a 
ratio  reflecting  the  current  supervisory  raring  would  be  constraining  for  most  New  England  institudons. 


BANKS  ARE  RATED  ON  FIVE  FACTORS:  CAPITAL,  &SSET  QUALITY,  MANAGEMENT.  £ARNiNCS.  AND  LlOUIDITY,  GIVING  RISE  TO  THE 
ACRONYM  CAMEL.     BHCS  ARE   RATED  ON  THE  CONDITION  OF  SUSSIDIARV  QANKS   (THEIR  CAMEL  RATINGS),  THE  CONDITION  OF 
QTHER   SUBSIDIARIES.  AND  THE  CARENT  COMPANY,  PLUS  CONSOLIDATED  EARNINGS  AND  £APITAL.  THIS  GIVES  RISE  TO  THE   BOPEC 
RATING  FOR   BHCS-  EACH   INDIVIDUAL  COMPONENT  OF  A  CAMEL  OR  BOPEC  RATING.  AS  WELL  AS  A  COMPOSITE  RATING  OF  ALL  FIVE 
FACTORS,  IS  ASSIGNED  A  SCORE  FROM    t    (STRONGEST)  TO  S  (LIKELY  TO  FAIL). 
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rcl.itivcly  luMlthy  displaced  borrowers 
may  fmd  it  hard  to  rccstaWish  satisfac- 
tory credit  facilities,  and  some  must  cut 
back  operations. 

.>.  Because  of  iiifoniiation 
costs  and  deficiencies,  many  marginally 
satisfactory  borroNvers,  particularly 
small  businesses,  cannot  find  alternative 
sources  of  credit  when  squeezed  out 
by  their  banks.    Such  firms  are  likely 
to  be  forced  out  of  business. 

Forced  loan  shrinkage  intensifies 
current  regional  economic  >veakness 
through  additional  layofR,  bankrupt- 
cies, and  cancelled  leases.    Less  credit  is 
available  to  fund  economic  recovery. 
The  overall  negative  effect  on  the  New 
England  economy  and  on  the  lending 
capacity  of  the  remaining  healthy  banks 
has  been  significant. 


G^c 


CTUAL  Loan  Shrinkage 


Table  1  shows  considerable 
shrinkage  in  outstanding  loans  during 
1991  in  the  43  First  District  commer- 
cial BHCs  studied,  ^vith  some  accelera- 
tion in  the  second  half  of  the  year. 


Change  in  Total  Loans  Outstanding 

DURING  1991  in  First  District  Commercial 

Bank  Holding  Companies.* 

in  S  billions 


liT  Hali-  1991  ZnoHaii   1991 


TotalSHCs      -1.837       -2  1       i      -2  873       -3  5 


■CHANGE   IN  LOAN  VOLUME.  ADJUSTED  FOR   NET  CHARGE- 
OFFS.  FOR  ALL  BANK  HOLDING   COMPANIES  WITH  ASSETS 
OF  SISO  MILLION   OR   MORE  WHERE  THE  PREDOMINANCE 
OF  ASSETS   IS   IN  COMMERCIAL  BANKS.  ADJUSTED  FOR 
MAJOR   ACQUISITIONS  OF  LOANS  FROM  THE  FDIC   BY 

FLEET  Financial  Group  and  Bank  of  Ireland  First 

HOLDINGS,     includes  ONLY   FiRST  DISTRICT  BANK 

subsidiaries  of  Fleet  and  KeyCorp. 


All  but  a  few  BHCs  experienced 
significant  shrinkage  in  comniercial 
loans.    Lending  by  New  England  banks 
might  be  declining  for  a  number  of 
reasons:    demand  is  weak;  spreads  on 
various  investments  are  more  attractive 
than  those  on  smaller  commercial 
loans;  bank  managements  are  nervous 
about  risk;  and  market  forces  as  well  as 
supervisors  are  pushing  bankers  to  be 
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cantii>iis.    The  d<.j;ri-c  to  whiili  capit.il 
rcmil.ition  h.is  ii>iitriliiitcd  to  the  over.ill 
shriiik.ii;c  111  h.mk  lo.ms  in  the  rej^ioii 
cannot  be  qiiantiried.  but  it  has  been  a 
known  factor  in  several  banks,  and  it  is 
reasonable  to  assume  that  capital  regulation 
is  a  significant  factor  more  generally. 


^ 


ANK  Capital  As  a  Shock 
Absorber 


Even  without  the  imposition  of 
higher  capital  requirements  on  troubled 
banks,  some  will  have  survived  a  period 
of  severe  testing  and  stabilized,  but  with 
capital  ratios  weakened  because  of  the 
losses  they  have  absorbed.    This  is  the 
natural  result  of  capital  serving  its  shock 
absorber  role.    In  such  a  situation,  our 
reaction  should  be  that  capital  did  its 
job,  since  it  was  adequate  to  save  the 
bank.    In  time,  the  bank,  if  well- 
managed,  should  be  able  to  build  back 
capital,  or  at  least  become  a  valuable 
acquisition  target  for  a  stronger  bank. 

But  with  uncertainty  as  to  the 
extent  of  their  remaining  imbedded 
losses,  and  strong  risk  aversion  on  the 


p.irt  of  lie.iltliy  b.inks,  we.ik  b.iiiks  iifteii 
find  it  impossible  to  loe.ite  .KX)iiirers  itr 
investors,  and  they  must  shrink  assets  to 
meet  selieduled  capit.nl  ratio  objectives. 
Radie.il  shrinkage  can  increase  the 
likelihood  that  an  otherwise  viable  bank 
will  fliil,  as  well  as  damage  marginally 
satisf^ictory  business  customers  and  the 
regional  economy.    Thus,  both  concep- 
tual .iiid  practical  reasons  argue  against 
compelling  viable  banks  >A'ith  satisfactory 
managements  to  shrink  in  order  to  meet 
near-term  capital  objectives. 


Q^- 


LTERNATIVES 

? 


In  order  to  lessen  the  pressures 
on  damaged  banks  to  shrink  assets, 
super\'isory  agencies  should  discontinue 
the  practice  of  requiring  higher  capital 
ratios  for  banks  based  on  their  weak 
supervisory  ratings.    The  leverage  ratio 
should  be  used  as  originally  intended, 
as  a  minimum  capital  requirement  for 
especially  low-risk  banks,  and  phased 
out  after  interest  sensitivity  is  reflected 
in  the  risk-based  measure. 


e 
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Clearly,  the  risk-based  measures 
do  not  fully  reflect  important  credit 
risk  distinctions  or  various  non-credit 
risks  such  as  interest  sensitivity  and 
general  operating  risk.    Therefore, 
supervisors  must  uilor  the  tier  1  risk- 
based  requirement  to  reflect  the  inher- 
ent risk  characteristics  of  individual 
institutions.    Requirements  generally 
should  be  well  above  the  4  percent 
minimum  called  for  in  the  intemarional 
standards.    Actually,  all  but  a  few  of 
the  largest  institutions  akeady  meet 
much  of  their  total  capital  requirement 
(8  percent  of  risk-adjusted  assets)  with 
tier  1  capital  because  they  cannot,  or 
do  not  >vish  to,  issue  large  amounts 
of  debt  qualifying  as  tier  2  capital. 

The  risk-based  total  capital 
requirement  should  be  used  only  as 
a  minimum,  set  at  8  percent.    It  is 
unnecessarily  complicated  to  apply 
discretion  as  to  paiticular  risk  charac- 
teristics of  individual  institutions  to 
more  than  one  ratio,  and  tier  1  capital 
provides  greater  protection.    The 


Uasle  stand.ird  docs  not  impose  .my 
requirements  beyond  the  miiiinuiins. 

(f  ffects  of  the  proposed 
Change  on  Bank  Lending 

T 

The  effects  of  this  proposed 
change  can  be  illustrated  by  comparing 
two  regimes,  one  based  on  the  above 
proposal  and  a  second  that  simulates 
typical  requirements  now  imposed  on 
New  England  banks  and  BHCs.    The 
first  regime  assumes  that  institutions 
must  meet  three  tests:  1 .  a  6  percent 
tier  1  risk-based  ratio,  assumed  to  be 
the  average  requirement;  2.  an  8 
percent  minimum  risk-based  total 
capital  ratio;  and  3.  a  3  percent  mini- 
mum leverage  ratio. 

Under  the  second  regime,  total 
capital  and  leverage  ratio  requirements 
are  increased  above  the  minimums  for 
institutions  with  weaker  supervisory 
rating^.    While  supervisors  do  not 
always  relate  the  increased  capital 
requirement  directly  to  the  CAMEL 
or  BOPEC  supervisory  rating,  a  simple 
formula  was  employed  here  that 


• 
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approxiiimtcs  the  usual  practice,  as 
revealed  in  capital  plans  submitted  by 
New  England  banks  and  BHCs  for 
approval  by  federal  supervisors.    In 
this  regime,  the  total  capital  require- 
ment was  increased  to  9  percent  for 
3-rated  institutions,  and  9.5  percent 
for  4-rated  institutions.  (See  Box  1 
for  rating  definitions.)    The  leverage 
ratio  requirement  was  increased  to 
4  percent  for  2-rated,  5  percent  for 
3-rated,  and  6  percent  for  4-rated 
institutions.    Since  5-rated  institutions 
are  likely  to  fail  soon,  their  lending 
capacity  was  not  considered  under 
either  regime.    Instead,  an  estimate 
was  made  of  the  amount  from  their 
loan  portfolios  that  would  be  acquired 
eventually  by  other  BHCs  in  the  First 
Federal  Reserve  District.' 

These  alternative  regimes  were 
applied  to  the  43  BHCs  in  the  First 
District  with  assets  of  $150  million  or 
more  and  the  preponderance  of  assets 


in  coninicrcial  banks.'    The  excess  or 
deficit  lending  opacity  for  each  BHC 
was  calculated  for  each  ratio,  as  of  year- 
end  1991,  on  the  assumption  that 
loans  would  be  expanded  or  contracted 
to  just  meet  the  most  constraniing 
capital  requirement,  after  adding  to  it 
50  basis  points  for  a  management- 
imposed  safety  factor.    It  was  assumed 
under  each  regime  that  4-rated  BHCs 
would  not  expand  loans  to  absorb  any 
excess  lending  capacity,  because  the 
aim  of  this  proposal  is  to  avoid  forced 
shrinkage  of  loans  as  much  as  possible, 
not  to  encourage  loan  expansion  by 
problem  institutions. 

The  results,  reflected  in  Table  2, 
show  that  the  proposed  change  could 
produce  a  decrease  of  $14.5  billion  in 
the  forced  loan  shrinkage  implied  by 
the  current  capital  requirements  on  the 
BHCs  studied.    This  decrease  is  sub- 
stantial, equal  to  nearly  20  percent  of 
their  total  loans  outstanding.    The 


This   estimate  assumed  that  none  of  these   banks  would  be  acquired  by  OUT-OF-REGION  BHCs  and  that  80  PERCENT 
or  PERFORMING  LOANS  WOULD  BE  TAKEN  BY  FIRST  DISTRICT  BHCS.  WITH  OTHER  LOANS  TO  BE  LIQUIDATED  BY  THE  FDIC. 

2 

Savings  bank  BHCs  were  also  studied,  and  the  same  changes  in  required  capital  ratios  should  be  applied  to  thew 
Commercial  bank  BHCs  are  emphasized  here  because  credit  crunch  concerns  pertain  more  to  commercial  credits, 

and  most  savings  BANKS  ARE  NOT  SIGNIFICANT  COMMERCIAL  LENDERS. 


® 
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Comparison  of  Current  and  Proposed  Capital  Requirements  in  Terms  of 

Loan  Shrinkage  and  Lending  Capacity  for  First  District  Commercial  BHCs 

As  of  December  31.  1991.  in  $  billions 

» 


(1) 

CUKRLNT  RfQUIHEMENTS 

(2) 

PhOPOSLD  R£QUIIILMI  NTS 

Comparison  of  Cuhhent  aniv 
Proposed  REQumtMFNTs 

Tier  1 :  6% 
Total  and  Leverage: 
Reflecting  Condition 

Tier  1 :  6% 

Total:  8% 

Leverage:  3% 

(2)  MINUS  (1) 

Item 

No.  OF                 Loan 
BHCs               Volume 

No.  of^                Loan 
BHCs               Volume 

Change  in         Change  in 
No.  OF                  Loan 
BHCs               Volume 

Shrinkage 
Required 

Net  Excess 

(deficit) 

Lending 

Capacity* 

1 2                  $23.4 

$(22.6) 

7                     $8.9 

$(2.7) 

-5                 -$14.5 
>$19.9 

'  NUMBER  OF  BHCS  REQUIRED  TO  SHRINK  IN  EACH  CASE. 
*  NET  OF  LOANS  TO  BE  ACQUIRED  FROM  FAILING  BANKS. 


change  in  capital  requirements  could 
potentially  eliminate  nearly  all  of  the 
deficit  in  lending  capacity  in  the  First 
District.    The  magnitude  of  these 
numbers  clearly  shows  that  some  of 
the  largest  BHCs  in  the  region  would 
be  affected. 

Admittedly,  this  analysis  estimates 
a  theoretical  maximum  loan  shrinkage 
based  on  various  assumptions.    As  a 
practical  matter,  not  all  banking  organi- 
zations will  push  capital  constraints  as 
close  to  the  limit  as  has  been  assumed. 
Also,  some  will  be  able  to  raise  capital 


from  outside  sources,  and  some  may 
have  saleable  assets  that  do  not  affect 
regional  credit  availability  or  an 
institution's  viability. 

Nonetheless,  the  sheer  magni- 
tude of  the  potential  loan  shrinkage 
associated  with  current  requirements 
leaves  ample  room  for  undesirable  loan 
curtailment,  even  if  the  estimate  proves 
to  be  overstated.    Furthermore,  the 
negative  impact  of  forced  loan  shrink- 
age on  numerous  relatively  small 
business  borrowers  can  materially  harm 
the  regional  economy  even  without 
accounting  for  a  large  proportion  of 


o 
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total  loans.    A  study  by  this  Reserve  Bank 
has  found  evidence  that  shrinkage  in  New 
England  banks  was  greater  among  those 
with  limited  capital.' 

(Ox/ DDiTioNAL  Advantages  of 
THE  Proposal 

? 

The  distinctions  built  into  the 
risk-based  ineasurcs  and  the  incentives 
to  hold  less  risky  classes  of  assets  are 
nullified  when  a  leverage  ratio  is  the 
constraining  measure.    For  instance, 
banks  are  tempted  to  hold  too  few  liquid 
assets  in  relation  to  potential  liquidity 
needs,  because  all  assets  have  an  equal 
effect  on  the  leverage  requirement,  and 
yields  tend  to  be  lower  on  the  more 
liquid  assets.    Also,  it  is  important  to  have 
a  risk-based  ratio  in  effect  in  order  to 
place  a  constraint  on  the  assumption  of 
off-balance-sheet  credit  commitments. 

Making  all  adjustments  to  a  single 
risk-based  measure  by  emphasizing  the 
tier  1  capital  ratio  has  several  advantages. 
Greater  risk-taking  should  be  supported 
by  equity  capital,  which  provides  the 


most  protection  and  h.is  the  greatest 
deterrent  effect  against  imdue  exposure. 
Overly  aggressive  institutions  now  ni.iy 
be  able  to  support  unwise  expansion 
using  debt  eligible  as  tier  2  capital, 
becoming  locked  into  high  debt  service 
commitments  before  emerging  problems 
are  fully  recognized.    In  contrast,  with 
an  equity  capital  constraint,  losses  can 
be  absorbed  by  the  new  capital  and 
dividends  can  be  eliminated  if  necessary. 
Thus,  the  proposed  change  not  only 
restores  the  risk  of  future  losses  as  the 
basis  for  capital  requirements,  but  also 
shifts  more  of  the  emphasis  to  equity 
capital  and  focuses  the  judgmental 
aspects  of  risk  assessment  on  a  single 
measure,  simplifying  the  entire  process. 


Gf/ 


Broader  Policy 
Perspective 

f 


In  response  to  the  serious  banking 
problems  of  the  1980s,  higher  capital 
standards  have  been  introduced,  both  by 
phasing  in  the  international  sundard  for 
risk-based  capital  and  by  increasing 


PtEK.  J.   AND  E     ROSENGREN,    1992.  "TME  CAPITAL  CRUNCH:    NEITHER  A  BORROWER    NOR  A  LENDER    BE."   PAPER   PRESENTED  AT 
FEDERAL  RESERVE  BANK  OF  CHICAGO  CONFERENCE  ON  BANK  STRUCTURE  AND  COMPETITION,   MAY    1992. 
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capit.ll  standards  for  banks  with  less 
than  top  supervisory  ratings.    And,  as 
outhned  in  box  2,  recently  enacted 
banking  legislation  gives  bank  supervi- 
sors less  discretion  in  dealing  with 
undercapitalized  banks.    Since  many 
banks  have  sustained  at  least  some 
weakening  in  the  quality  of  their  assets, 
reluctance  to  take  on  lending  risks  that 
would  have  been  acceptable  in  the  past 
is  widespread  in  some  regions.  This 
reluctance  goes  well  beyond  any  desir- 
able backing  away  from  overly  liberal 
lending  terms  and  practices  of  the  1980s. 

An  abnormal  aversion  to  risk 
and  the  shrinkage  of  loans  in  capital- 
deBcient  banks  are  major  reasons  for  the 
so-called  "credit  crunch"  in  distressed 
regions.    Without  question,  the  New 
England  economy  is  adversely  affected 
by  limited  credit  availability,  even 
though  loan  demand  is  at  a  cycUcal  low. 
Supervisory  policies  should  be  deter- 
mined within  the  context  of  their  effects 
on  credit  availability  and,  in  turn,  on  the 
economies  of  distressed  regions.  The 
economic  health  of  these  regions  will 


have  much  more  effect  in  reducing 
FDIC  losses  than  will  anything  done 
now  to  strengthen  the  capital  ratios  of 
weakened  banks. 


m 


REVENTING   FuTURE  PROBLEMS 

T 

The  U.S.  commercial  banking 
system  experienced  a  series  of  problems 
in  the  1980s.    A  number  of  the  money 
center  banks  overlent  to  developing 
countries  in  the  late  1970s,  and  had  to 
absorb  heavy  provisions  to  loan  loss 
reserves  throughout  the  1980s.    The 
end  of  the  energy  boom  in  the  South- 
west in  the  early  1980s  produced  the 
failure  of  Continental  Illinois,  a  large 
money  center  bank,  and  Seafirst,  a  large 
regional  bank.  It  severely  damaged  the 
major  Texas  banks  and  caused  the  failure 
of  many  smaller  banks.   The  subsequent 
concentration  and  collapse  in  commercial 
real  estate  completed  the  destruction  of 
nearly  all  of  the  large  Texas  banks.   In  the 
late  1980s,  the  Northeast  experienced  a 
boom-and-bust  cycle  in  commercial 
real  estate  that  caused  the  failure  of 
Bank  of  New  England  and  numerous 
other  commercial  and  savings  banks. 
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Capital  Constraints  Included 

IN  THE  Federal  Deposit  Insurance 

Corporation  Improvement  Act  of  1991 


This  legislation,  enacted  in  November  1991,  contains  provisions  designed  to 
ensure  prompt  regulatory  action  as  bank  capital  ratios  decline.    The  following  schedule 
sumnianzes  the  levels  of  capitalization  and  the  associated  restrictions.    The  federal  bank 
supervisory  agencies  have  the  flexibility  to  interpret  sonic  of  the  critical  terms,  such  as 
"significantly  undercapitalized"  or  a  "reasonable  time"  for  capital  restoration.    They 
also  can  specify  some  of  the  particular  capital  ratios  to  be  used  and  can  establish  the  level 
for  "critically  undercapitalized." 


Level  of= 
Caimtauzation 


Genei^l  Criteioa 


CONSE<jUENCES 


1 .    Well  capitauzed 


2.     AOEOUATELV 
CAPfTAUZEO 


3.   Undercapitauzed 


4.    Significantly 
undercapitalized 


Significantly  exceeds  the 
minimum  for  each  capital 

1 
MEASURE. 

Meets  the  minimum  for 
each  capital  measure. 

Fails  to  meet  the  minimum 

FOR  one  capital  MEASURE, 
OR,   FOR  discount  WINDOW 
PURPOSES.  HAS  THE  LOWEST 
SUPERVISORY  RATING  REGARDLESS 
OF  CAPITAL  RA-^tOS. 

Significantly  below  the 
minimum  for  any  one  capital 
measure. 


None 


Restrictions  on  acceptance  of 
brokered  deposits. 

No  discount  window  advance 

FOR  more  than  60  DAYS  IN  ANY 
120-DAY  PERIOD  UNLESS  PRIMARY 
REGULATOR  PROVIDES  A  CERTIFI- 
CATE OF  viABiuTY,    Must  submit 
capital  restoration  plan. 

Must  raise  capital  or  be  sold 

(if  grounds  for  RECEIVER  EXIST). 

Various  other  restrictions. 


5.    CpmCALLY  unoer- 
CAPTTAUZED 


Ratio  of  tangible  equity 
to  total  assets  (leverage 
ratio)  below  a  level  to  be 

SET  BY  the  appropriate 

supervisory  agency.  (FDIC 

MUST  concur,  AND  RATIO 
MUST  NOT  BE  SET  AT  LESS 
THAN  2  PERCENT.) 


Receiver  must  be  appointed  wtth- 

in  90  DAYS  AFTER  BECOMING 
CRITICALLT  UNDERCAPITAUZCD 
(SOME  EXCEPTIONS),  VARIOUS 
RESTRICTIONS  APPLY  IMMEDIATELY. 
No  FURTHER  DISCOUNT  WINDOW 
ADVANCES.  AND  ANY  OUTSTANDING 
ADVANCES  MUST  BE  CALLTD  WrmiN 
FIVE  DAYS, 

No  PAYMENTS  ON  SUBORDINATED 
NOTES  AFTER  60  DAYS  (CURRENT 
NOTES  GRANDFATHERED  FOR  FIVE  TEARS). 


'   RtLEVAMT  CAPITAL  MEASURES  WILL  INCLUDE  A  RISK-BASED  RATIO  AND  A  LCVERACE  RATIO,  AND  MAT   INCLUDE 

other  ratios. 

*  The  Federal  Reserve  Board  will  be  liable  to  the  FOIC  for  any  additional  loss  resulting  from  making 

AN  ADVANCE  THAT  DOES  HOT  CONFORM  TO  THE  RESTRICTIONS  Of  THE  ACT  <L05S  CALCULATED  AS  THOUGH  THE  ADVANCE 
WERE  UNSECURED).  HOWEVER,  IN  MOST  CASES  THE  FEDERAL  RESERVE'S  LIABILITY  WOULD  BE  LIMITED  TO  THE 
INTEREST  EARNED  ON  THE  ADVANCE. 


o 
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Coniiiioii  to  each  of  these 
situations  was  a  period  of  app-essive 
bank  lending  that  resulted  in  heavy  risk 
concentrations,  followed  by  a  shift  in 
the  economic  factors  or  market  values 
underlying  the  credits.    The  result  was  a 
rapid  increase  in  loan  problems  that  led 
to  high  loan  loss  provisions  and  eventu- 
ally charge-ofis.    Earnings  were  eroded, 
turned  negative,  and  ate  into  capital, 
producing  bank  failures  and  undercapi- 
talized surviving  banks.    (In  the  case  of 
loans  to  developing  countries,  however, 
the  capital  losses  were  spread  out  over  a 
decade  and  absorbed  without  producing 
failures.) 

Looking  forward,  it  is  necessary 
to  consider  the  role  that  capital  can  play 
in  preventing  such  calamities,  or  at  least 
in  minimizing  the  losses  to  the  deposit 
insurance  fund.    Banks  operate  on 
narrow  margins  in  a  highly  competitive 
arena,  with  foreign  and  nonbank  com- 
petitors.   It  is  not  feasible  simply  to 
increase  capital  requirements  radically  to 
cover  all  potential  losses.    In  retrospect. 


Uauk  of  New  England  would  have 
needed  .1  l'>  percent  capital-to-assets 
(leverage)  ratio  to  have  survived  with 
adequate  capital,  rather  than  the  5 
percent  it  actually  had  when  it  was 
building  up  its  cotnmercial  real  estate 
lending  concentration.''  Clearly,  the 
market  cannot  supply  that  level  of 
capital  in  an  individual  bank,  much  less 
in  the  banking  system  as  a  whole,  and 
stiU  cam  adequate  returns. 

The  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991 
requires  that  supervisors  incorporate 
both  concentration  risk  and  interest 
sensitivity  risk  in  the  risk-based  capital 
measure.    As  banks  increase  their 
concentrations  in  inherently  risky  assets, 
they  should  be  required  to  support 
these  risks  with  greater  capital.  Since 
all  loans  except  residential  mortgages 
are  currently  in  a  single  risk  category, 
ample  room  exists  to  make  the  risk- 
based  measure  more  sensitive  to  credit 
risk  distinctions.    At  some  point,  how- 
ever, further  bank  risk-taking  in  a 


ASSUMES  CAPITAL  ASSORSCD  $1.9  BILLION  SHRINKAGE  <ACTUAL>   PLUS  FDIC  ESTIMATE  OF  RESOLUTION  COSTS  OF  $2,5  BILLION. 
AND  WAS   SUFFICIENT  TO  MEET  A  S,S%  TIER    1    RISK-BASEO  RATIO  AFTER   ASSET  SHRINKAGE  OF  33%  AND  CREATION  OF  A    1    25% 
LOAN  LOSS   RESERVE.     ARGUA8LT.  THE   INSTITUTION  COULD  HAVE  SURVIVED  V#ITH  A  SOMEWHAT  LOWER  CAPITAL  RATIO  AS  A  RESULT 
OF  INEFFICIENCIES  INHERENT   IN  THE    PROCESS  OF  DEALING  WITH  FAILING    INSTITUTIONS. 


^n 
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piirtiiiil.ir  area  otioiKcntr.ition 
bccoiiK's  iiiidi.-Mr.ibU-  rcg.irdlcss  of 
cnpit.il  support.    For  cx.unplc,  banks 
that  continue  licavy  development 
lending  on  liberal  terms  into  an 
overbuilt  real  estate  market  are  endan- 
gering not  only  themselves  but  also 
other  banks  with  large  exposure  in  the 
market.    Since  the  degree  of  adjustment 
that  ultimately  must  take  place  in  the 
market  is  impossible  to  forecast  with 
certainty,  it  would  be  very  difficult  to 
quantify  the  capital  needed  by  a  par- 
ticular bank.  Nevenheless,  supervisors 
must  become  more  selective  in  relating 
capital  requirements  to  risk  in  particular 
institutions.    The  solution  may  be  a 
combination  of  a  more  sensitive  risk- 
based  capital  standard  and  a  broadening 
of  the  concept  of  unsafe  banking 
practices  to  include  unacceptable 
concentrations  in  nsky  assets. 


.^A 


ESPONSES  Appropriate  to 
THE  Phase 
OF  THE  Economic  Cycle 


Underlying  this  entire  discussion 
has  been  the  evidence  of  the  past  dozen 
years  that  banks  have  proved  vulnerable 
to  cyclical  patterns  of  overlendmg  and 
subsequent  losses.    Supervisors  have  an 
opportunity  to  take  action  in  the  risk- 
taking  phase  to  materially  dampen  the 
severity  of  bank  problems.  Rigorous 
capital  requirements  should  play  a 
significant,  though  not  exclusive,  role. 
At  the  opposite  phase  of  the  cycle, 
where  we  find  ourselves  today,  aggres- 
sive and  rigid  administration  of  capital 
requirements  can  be  counterproductive, 
pushing  damaged  banks  into  failure  and 
causing  shrinkage  of  bank  loans  that 
harms  customers  and  the  local  and 
regional  economies.    One  clear  step  the 
supervisory  agencies  can  take  is  to  discon- 
tinue the  practice  of  applying  higher 
capital  requirements  to  damaged  banks. 
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Reports  of  a  small  business  'aedit  cninch"  have 
appeared  in  the  newspi^)eis  for  almost  four 
yean.  The  typical  aiticle  features  oeditworthy 
borrowers  who  have  been  turned  down  for  a 
loan,  had  a  line  of  credit  reduced  or  pulled,  or  a 
loan  called.  These  anecdotal  repots  have  been 
supported  by  Federal  Reserve  surveys  of  senior 
loan  officen  who.  until  recently,  indicated  that 
they  were  tightening  credit  standanls  for  small 
business  borrowers.'  The  condusioa  drawn  from 
these  dau  was  that  a  serious  crecfit  availability 
problem  existed  for  the  nation's  small  business 
ovmers  which  was  unique  and  far  more  severe 
than  in  the  past 

The  existence  of  a  "credit  crunch"  has  become 
widely  accepted  as  a  matter  of  fact.  This  theme 
has  been  echoed  by  policymakers,  including  the 
President  of  the  United  States,  who  have  used  it 
to  champion  further  financial  services  regulation, 
further  reductions  in  interest  rates  (via  the 
Federal  Reserve),  and  increased  ceilings  on 
Small  Business  AdministratioD  (SBA)  loan 
guarantees.  Yet,  the  evidence  supporting  the 
existence  of  a  "credit  cninch"  beyond  anecdotes 
has  been  scarce,  and  no  attempts  have  been  made 
to  put  recent  events  in  historical  perspective.  The 
following  pages  are  an  effort  lo  fill  that 
informational  void  aiKl  present  an  empirically 
based  analysis  of  small  business  credit  cooditions 
over  the  last  19  years. 

When  comparing  the  period  of  the  late  1980s 
and  early  1990s,  termed  the  'oedit  aunch."  to 
the  IS  years  immediately  prior,  we  observe  in 
sum: 

1.  A  tightening  of  credit  typical  at  the  end 
of  an  expansion  as  the  number  of  good 
investment  opportunities  faO. 

2.  A  decline  in  the  demand  tot  credit  that 
has  been  misinterpreted  as  a  restriction 
of  supply. 

3.  A  magnification  of  these  efEects  due  to 
overzealous  regulation  and  the  extra- 
ordinary length  of  the  expansion. 

4.  ExtrenK  regional  differences  with  the 
West  South  Central  region,  ix.,  Texas. 


et  oC  aid  New  England  experiencing 
conditicns  which  truly  could  be  termed 
a  "ocifit  cnmch," 

5.  A  oonoemration  of  problems  in  larger 
anafl  firms,  where  owners  borrow 
idatrrdy  large  amounts  relatively  fre- 
qoenlly. 

6.  AvaiUbOity  problems  for  firms  with 
rising  earnings,  though  not  to  the  extent 
diat  ttaey  existed  during  earlier  periods 
of  credit  difficulty,  and 

7.  A  maior  over-accumulation  of  long- 
Uved  assets,  e.g.,  office  buildings  and 
strip  nails,  relative  to  the  size  of 
maikets  served,  lowering  the  market 
value  oi  diese  assets  and  their  worth  as 
coaztcaL 


SEARCHING  FOR  THE  "CREDIT  CRUNCH" 

If  we  define  "credit  crutKh"  as  "the  widespread 
reluctance  of  banks  to  lend  to  borrowers  to 
whom  they  would  have  lent  eageriy  in  the  past" 
[Wall  Street  Journal  2/11/91,  p.  2],  then  we 
would  indeed  have  oat.  Loans  were  more 
difficult  to  get  in  1990  than  they  were  in  198S. 
and  for  good  reason.  A  loan  to  finance  yet 
another  strip  null  should  have  been  more  dif- 
ficult to  get.  Hot  if  we  define  "credit  crunch"  as 
"the  widespread  reluctance  of  banks  to  lend  to 
borrowers  to  wtmn  they  would  have  lent  eagerly 
under  similar  ecanomic  conditions."  then  we  do 
noL^  This  (BstiiKtirai  may  seem  semantic  to  die 
business  avaa  seeking  a  loan,  but  it  is  critical 
to  those  charged  with  formulating  policy 
responses. 

The  portrayal  of  current  credit  conditions  as 
something  odier  dian  a  "credit  cnmch"  should 
not  be  interpreted  as  belief  that  all  is  well  with 
small  business  finance.  Loans  are  now  relatively 
hard  to  get  for  many  small  business  owners.  Yet. 
we  expea  mac  senous  credit  problerns  to  occur 
when  the  econoay  recover?  and  when  many  of 
today's  unhankaMr  (poor)  opportunities  become 
bankable  {gooii.  The  competitive  position  of 
small  business  owners  for  loanable  dollars  has 
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been  so  eroded  by  legulatoiy  tntiusion  and  the 
demand  for  capital  so  expanded  that  new  small 
business  demand  brought  on  by  increased 
opponunities  itom  a  healthy,  giuwiug  economy 
will  be  very  difficult  to  meet  Thus,  small 
business  should  expect  greater  difficulties 
financing  tfieir  activities  in  the  1990$  than  in  the 
credit-rich  1980$  reganlless  of  the  economy's 
position  in  the  business  cycle. 

A  "credit  cninch"  is  a  supply  side  phenomenon. 
If  one  exists,'  we  should  expea  to  see  the 
following  occur  absolutely  and  in  comparison  to 
other  periods  when  small  business  owners 
encountered  credit  problems: 

1.  A  rise  in  reports  of  reduced  credit 
availability, 

2.  Strong  demand  for  loans  relative  to 
credit  supply. 

3.  Credit  availability  problems  for  even  the 
best  risks, 

4.  Identification  of  credit  availability  and 
cost  as  a  major  small  business  problem, 

5.  Fiiunce  as  an  increasingly  important 
reason  for  owners  to  believe  that  the 
climate  for  growth/expansion  is  poor, 
and 

6.  A  rise  in  the  [real]  cost  of  credit 


DOCUMENTING  THE  "CREOrT  CRUNCH" 

The  National  Federation  of  Independent  Business 
(NFIB)  possesses  the  only  data  base  that  contains 
information  relevant  to  these  small  business 
credit  issues  over  a  reasonably  long  time  period. 
Since  October,  1973,  NFIB  quarterly  has 
surveyed  a  large  randomly  selected  sample 
(about  2,000  respondents)  of  its  membership 
(currently  over  6(X),000  membei^).  The 
membership  file  reflects  the  composition  of  the 
small  business  population  reasonably  well 
(Dunkelberg  and  Scott,  1983).  And.  lesuhs  from 
this  sampling  frame  have  held  up  when 
compared  to  results  of  frames  used  by  the 
Census  and  the  Small  Business  Administraiion. 


The  relevait  questions  on  the  NFIB  economic 
survey  wUch  pennit  an  evaluation  of  small 
business  'credit  conditions,"  are  as  follows: 

*"If  you  borrow  money  regularly  (at  least 
once  a  quarter)  as  part  of  your  business 
activity,  how  does  the  rate  of  interest  payable 
on  your  taosi  recent  loan  compare  with  that 
paid  three  months  ago?" 

*"Ar  these  loans  easier  or  harder  to  get 
than  they  were  three  months  ago?" 

♦"If  you  borrowed  in  the  last  three  months  for 
business  purposes,  and  the  loan  maturity  (pay 
back  period)  was  1  year  or  less,  what  interest 
rate  did  you  pay?" 

♦"What  is  the  single  most  important  problem 
facing  your  business  today?"  (Response 
classes  include  Interest  Rates  &  Financing, 
Inflation.  Poor  Sales,  etc.) 

♦"Do  yon  think  the  next  three  months  will  a 
good  time  for  small  business  to  expand 
substantially?" 

♦"Whyr  (Response  classes  include 
Fmandng  &  Interest  Rates,  Economic 
Conditions.  Cost  of  Expansion,  etc.) 

The  most  (firea  way  to  assess  credit  availability 
is  to  question  small  business  owners  about  their 

most  recent  experience  seeking  credit  The  NFIB 
survey  asks  Sequent  borrowers  whether  business 
loans  were  "easier"  or  "harder"  to  obtain  in  the 
last  three  momhs  than  in  the  three  months 
before.  In  a  goeral  sense,  the  net  figure  (net  = 
percent  repotting  "harder"  minus  percent 
repotting  "easier^  measures  how  tight  (available) 
credit  is  for  small  businessmen  and  women  at  a 
particular  time.  Chan  1  presents  the  net  percent 
repotting  their  last  loan  was  "harder"  to  get.  The 
chart's  data  eziaid  over  19  years  and  encompass 
four  recessioas.  three  expansions,  and  the  recent 
slow  growtii  period. 
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CHART  1 
NET  PERCENT  REPORTING  CREDrT  "HARDER"  TO  OBTAIN  - 1973.3  TO  1992.2 


•Harder* 


90% 
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Three  points  emerge  from  Chan  1.  Fim, 
throughout  the  "credit  cnincfa.'  credit  has  been 
relatively  difficult  to  obtain  for  small  business 
ownen  compared  to  the  19  year  average,  let 
alone  compared  to  the  1983-90  ejqnnsion  which 
immediately  preceded  it  Second,  though  credit 
has  been  more  difficult  to  obtain  during  the 
'credit  crunch'  than  the  histtxical  average,  two 
periods  during  the  19  year  span  of  tht  survey 
produced  even  greater  availability  problems. 
Finally,  small  business  credit  availability 
problems  are  highly  cyclical 

Table  1  elaborates.  Over  the  neatly  two  decade 
history  of  the  NFIB  survey,  a  net  seven  percent 
on  average  reported  quarterly  that  loans  were 
"harder"  to  get  That  seven  perccm  average 


figure  climbed  two  percentage  points,  to  nine 
percem,  during  the  'credit  cninch"  (1989.1  - 
1992.2).  Tbe  increase  indicates  that  credit  has 
been  harder  to  get  during  the  "credit  crunch." 
particularly  contrasted  to  the  average  five  percent 
who  reported  credit  "harder"  to  get  during  the  26 
quartets  immediately  prior  (1982.3  •  1988.4). 

Despite  the  increased  difficulty  of  obtaining 
business  loans  during  the  "credit  crunch."  credit 
has  been  even  more  diffic\ilt  to  get  at  other  times 
in  the  19  years  covered  by  the  survey.  Ten 
separate  quarters  yielded  a  higher  net  percentage 
of  owners  reporting  credit  availability  "harder" 
than  was  recorded  in  the  worst  quarter  of  the 
"credit  cruiKh."  When  the  Federal  Reserve 
turned  the  screws  on  the  monetary  supply  in 
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TABLE  1 


SMALL  BUSINESS  CREDIT  AVAILABUrY 
BY  QUARTER:  1973.3  TO  19922 


«of 

Average 

Net 

Period 

Quaiten 

Perceni  "Hanlcr' 

High  Value 

1973.3  • 

1974.4 

6 

11 

18    1974.3 

1975.1  • 

1977.4 

12 

3 

7    1975.3 

1978.1  ■ 

19822 

18 

12 

27    1980.1 

1982.3  ■ 

■1988.4 

26 

5 

7    3  times 

1989.1  ■ 

■19922 

14 

9 

1 1   4  times 

1973  J- 

■19922 

76 

7 

27    1980.1 

eaily  1980.  for  example.  iliiKsl  diree  times  as 
many  found  credit  harder  m  get  than  in  early 
1991.  In  addition,  aibitiaiy  (Bviaao  of  credit 
availability  into  periods  when  similar  net 
percentages  reponed  credit  *hanler"  to  get. 
shows  the  "credit  crunch*  less  severe  than 
problems  in  the  late  1970$  and  eaity  1980s  and 
about  the  same  as  they  were  in  1973-74. 

Credit  availability  is  tied  to  the  basmess  cycle. 
Small  business  owners  encouotead  some  of  the 
most  severe  bonowing  condiliQiB  n  the  last  two 
decades  during  the  1973-75  recessian.  but  these 
conditions  did  not  last  as  loog  b  the  recessioo 
itself.  Owners  reported  availabS^  problems 
easing  in  eariy  197S,  three  monllB  before  the 
recession  endoL  A  similar  ftxprrimrr  occurred 
during  the  time  period  ocaqsied  tajrAc  1980  and 
the  1981-82  recessions.  Cre<fit  itaibbility  was 
comparatively  tight  for  most  of  te  period  with 
some  improvemem  coming  nca*  Ae  end.  The 
same  happened  during  the  1990^  leoessioa. 
though  the  ciedit  pinch  came  utw Im  earlier 
and  appears  to  have  lasted  ioogcr  Ib  bet.  the 
duration  of  the  pioMem  compani  to  die  kngdi 
of  the  recession  is  a  poieuiai  naior  dffieienoe 


between  die  'credit  crunch"  and  earlier  reces- 
sions. 

The  source  of  problems  encountered  in  the  1978- 
79  period  was  different  than  in  other  periods 
when  availabOty  proved  an  issue.  The  price  of 
money  (intettst  rates)  created  them.'  Inflation 
drove  small  basiness  owners  to  the  bank  vnth 
increasing  6equeiV7  in  order  to  finance 
inventories  and  other  currem  expenses.  With 
weak  balance  sheets,  poor  cash  positions  and 
high  interest  costs,  many  owners  experienced 
considerable  difficulty  getting  the  loans  they 
needed.  It  wv  arguably  the  woist  period  for 
small  business  in  die  last  19  years. 

Demand  for  Credit 

Demand  for  credit  foils  during  a  recession.  In  the 
1990-91  recession  and  the  subsequem  period  of 
slow  growth,  demand  has  been  particularly  weak. 
Robert  Dugger.  Chief  Economist  for  the 
American  Bankers  Association,  calculated  that 
the  annual  gRMMh  rate  of  loans  and  leases  6om 
commercial  bmla  was  only  1.1  percent  for  the 
12  mondis  foDowing  die  lecessioo's  July  1990 
origia'  Twehre  months  after  the  begitming  of 
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the  1981-82  recession.  Ioub  aod  leases  grew  6.6 
percent:  12  m(nihs  after  tbe  start  of  the  1980 
recession.  7.6  percent;  and.  12  moodis  following 
onset  of  the  1973-73  leoessiOD.  13.8  percent 

The  NFIB  economic  survey  does  not  gather  data 
on  small  business  loan  volume  to  parallel  the 
numben  Dugger  produced.  But,  it  does  gather 
data  on  die  frequency  of  r^ular  small  business 
borrowing.  Chart  2  presents  tbe  daa  series  over 
the  last  19  years.  FoUowing  die  1973-75 
recession,  the  frequency  of  tegular  borrowing 
remained  relatively  stable  over  die  following 
several  quarters.  It  rose  to  peaks  in  1978.4  and 
1980.1  and  dien  trended  downward.  The 
movement  was  erratic,  but  the  direction  was 
clear.  Throughout  the  1990-91  recession  and  die 
"credit  crunch."  regular  borrowing  was  infrequent 


and  intfiininrntly  set  survey  record  lows.  In 
Octoba;  1991.  die  number  of  "regular 
borrowen"  wchcd  a  survey  record  low  of  33 
percent.  Tlis  'demarxi'  pheimmenon.  as  will  be 
demonstnnd  shortly,  is  tbe  major  reason  for  die 
smaller  annont  of  credit  recendy  extended  by 
commeidal  bvdcs  to  small  business  owners. 

Three  inflnmors  shape  die  small  business 
borrowing  data  on  Chan  2  -  inflation, 
profitability  and  recessioa  The  most  evident  is 
inflatioa  There  is  a  strong  and  direa  relationship 
between  inflation  and  the  proportion  of  regular 
borrowos.  As  inflation  rises,  die  need  to  obtain 
working  capital  increases  as  does  the  desirability 
of  investing  in  tangible  assets.  Both  factors  drive 
small  business  owners  to  die  banks. 


CHART  2 

PERCENT  "FREQUENT  BORROWERS'  BY  EMPLOYEE 
SIZE  OF  BUSINESS  -  1973.3  TO  1992^ 
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Profitability  also  plays  a  rote.  Earnings  provide 
owncis  cash  to  finance  operations  inicmally.  The 
most  profitable  portion  (tf  Oie  19  years  examined 
came  in  the  mid- 1980s.  Higher  profitability 
allowed  owners  to  reduce  their  borrowing  in  the 
late  1980s  and  early  1990s. 

FinaUy,  though  least  obvious  firom  ttie  chart, 
economic  slow-downs  decrease  the  expected 
profitability  of  projects  that  would  have  been 
fmanced  and  thereby  the  demand  for  borrowed 
capital  With  inflation  at  a  19  year  low,  a  healthy 
profit  picture  entering  the  recession,  and  a 
recession/weak  recovery,  small  business  owner 
demand  for  loans  is  the  weakest  it  has  been  in 
years. 

Some  might  argue  that  the  explanation  for 
infrequent  borrowing  is  the  'credit  crunch." 
When  a  "credit  crunch"  exists,  small  business 
owner  loan  requests  are  either  rejected  or 
discouraged  before  formal  apf^cations  are  made. 
Under  these  circumstances,  borrowing  frequency 
should  be  low  just  as  it  has  been  during  the  last 
several  quarters.  Nobody  can  get  a  loan!  The 
argument  continues  that  there  is  also  a  survey 
reporting  problem.  Only  ttiose  who  got  credit  can 
report  whether  credit  is  easier  or  harder  to 
obtaia  Owners  who  can't  get  a  loan  so  as  to  be 
classified  as  a  "regular  borrower"  do  not  have 
their  assessments  iiKluded.  That  procedure 
eliminates  many  people  who  might  want  to 
borrow.  Fmally,  though  recession  may  reduce 
demand  for  loans,  borrowers  may  still  face  a 
harder  time  obtaining  their  finaodng  than  ever 
before. 

Let's  examine  this  perspective  in  greater  detail 
To  control  for  the  possibility  that  more  than  the 
usual  proportion  eidier  cannot  get  a  loan  or  have 
been  discouraged  from  applying  for  one,  we 
separated  the  experiences  of  small  business 
borrowers  and  non-borrowos.  If  a  "credit 
crunch"  rather  than  a  reducticm  in  inflation  or 
recessionary  conditions  caused  borrowing 
frequency  to  fall,  borrowers  should  more  often 
repon  that  credit  was  "harder"  to  get  than  they 
did  in  prior  economic  down-swings.  If  a  normal 


cycle  was  occurring,  the  proportions  who  find  it 
"hanki'  to  get  credit  would  be  similar  in  all 
three  economic  down-turns.  Chart  3  presents  the 
net  percem  of  borrowers  who  indicated  that 
credit  is  'liarder/easier"  to  obtain  over  the  last  19 
years. 

As  in  Chan  1  (net  "harder/easier"  to  obtain  as  a 
percent  of  all  firms),  Oiart  3  (net  "harder/easier" 
to  obtain  as  a  percent  of  borrowers  only)  shows 
three  periods  in  the  last  19  years  when  credit 
was  cooiparatively  difficult  for  small  business 
owners  to  get  Each  coincides  with  a  recession, 
but  each  appears  somewhat  different.  The  1973- 
74  cmSt  problem  was  relatively  brief.  It  lasted 
no  more  than  a  year  and  one-half.  Only  two 
quartets  produced  more  than  a  net  30  percent  of 
all  borrowers  reporting  credit  liarder"  to  get 
However,  that  short  period  included  the  second 
most  severe  quarter  of  the  entire  series. 

The  1979-81  problem  lasted  much  longer  and 
produced  a  peak  that  surpassed  the  next  highest 
point  in  the  series  by  more  than  25  percem.  For 
over  two  years  (with  one  exception),  more  than 
a  net  25  percent  reported  their  finatKing  "harder" 
to  obtain.  Further,  the  1979-1981  peak  had 
"shoulders."  For  a  year  on  either  side,  credit 
was  relatively  difficult  to  get  compared  to  the 
historical  average. 

The  "credit  crunch"  didn't  peak  as  high  as  either 
of  the  prior  two  periods  of  small  business  credit 
problems.  Its  apex  fell  10  percentage  points 
below  the  1973-74  peak  and  23  below  the  1980 
record.  Yet,  the  duration  and  average  severity  of 
the  "at<fit  cninch"  rivaled  the  1979-1981 
experience.  In  fact,  1990.3  through  1991.3 
approached  the  longest  sustained  period  of  credit 
difficulty  tiiat  has  occurred  in  the  last  19  years. 

Table  2  documents  the  course  of  credit 
availability  among  borrowers  by  selected  era. 

An  overlay  of  Chart  1  (percem  "Tiarder"  among 
all  owners)  and  Oiart  3  (percem  "harder"  among 
borrowers  only)  reveals  that  substantive 
differences  can    result  from    evaluating  the 
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CHART  3 


NET  PERCENT  OF  BORROWERS  ONLY  REPORTING 
CREDIT  "HARDER-  TO  OBTAIN  -  1973.3  TO  1992.2 
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TABLE  2 


SMALL  BUSINESS  CREOrF  AVAILABajTY  BY 
QUARTER  (BORROWERS  ONLY):  1973J  TO  1992,2 


«of 

Avenge  Net 

Period 

(^ianets 

Peiceni 'Haidef' 

High  Value 

1973.3  ■ 

1974.4 

6 

27 

42 

1974.3 

1975.1  • 

1977.4 

12 

7 

17 

1975.3 

1978.1  • 

19792 

6 

24 

30 

1978.4 

1979.3- 

1980.4 

6 

33 

55 

1980.1 

1981.1  • 

1982.2 

6 

23 

27 

1981.3 

(1978.1 

•1982J) 

18 

27 

55 

1980.1 

1982.3  - 

1988.4 

26 

12 

18 

1985.3 

1989.1  . 

1992J 

14 

2S 

32 

90.3/4 

1973.3  - 

199i2 

76 

18 

55 

1980.1 
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severity  of  the  "credit  cnindi"  in  alternative 
ways.  Chan  1  suggests  the  credit  availability 
problem  is  less  severe  than  it  wts  during 
comparable  periods  in  the  last  two  decades. 
Chan  3  suggests  tbe  pnblon  is  similar. 
Bonowing  frequency  explains  the  (fifCnenoe. 
So,  the  question  again  becomes  bow  to  inieipret 
the  decline  in  borrowing. 

Financing  as  a  ProMem 
Every  quarter  the  NFIB  economic  survey  asks  all 
small  business  ovmei  respondents  to  'vote*  on 
the  single  most  imponant  problem  facing  their 
business.  Respondents  have  a  list  of  nine 
problems  from  which  to  choose  and  a  blank  to 
write-in  anything  else  that  may  be  bothering 
them.  E>uring  the  1970's,  "Inflation"  easily  and 
consistently  won  these  quarterly  "elections."  (A 
one  quarter  interruption  occurred  when  energy 
problems  pushed  "Shortages"  to  the  top.)  Be- 
tween 1973.3  and  1981.3,  no  fewer  than  23 


percent  voted  for  "Inflation."  For  12  consecutive 
quartets,  tbe  problem  drew  more  than  30  perceiu 
of  tbe  votes  aid  once  it  reacbed  41  percem. 

"Interest  tales  &  financing"  was  the  most 
frequently  died  problem  from  1981.3  to  1982.4 
(Chan  4).  Note  tbe  resemblance  of  these 
"Irueitst  tales  &.  financing'  problem  data  to  tbe 
net  propottiaD  of  "regular  borrowers"  reporting 
credit  "harder*  lo  get  (Chan  1).  When  "regular 
borrowers*  rcpon  credit  availability  getting  tight- 
er, all  respoodenis  tend  to  itKttase  tbe  frequency 
with  which  ifaey  dte  die  problem  and  vice  versa. 

Four  percea  now  believe  "Interest  rates  & 
financing*  is  their  single  most  important 
problem.  Fewer  have  cited  die  problem  in  the 
last  three  quaners  than  at  any  time  in  the  last  19 
years  excepting  1977.1*  These  data  do  not 
mean  that  financing  is  relatively  easy  to  obtain. 
Rather,  they  reaSirm  the  lack  of  demand  for 


CHART  4 

THE  SINGLE  MOST  IMPORTANT  SMALL  BUSINESS 
PROBLEM-  1973.3-  1992.2 
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credit  (finance  can't  be  your  oiost  impoitant 
problem  if  you  don't  want  to  bonow),  low  and 
falling  interest  rates  (the  response  class  includes 
interest  rates  as  well  as  financing  conditions), 
and  fewer  availability  probiems.  The  peak  of  the 
current  finaiKing  problem  was  reicfaed  in  1989 
according  to  this  series.  It  happened  about  the 
time  of  the  first  media  repoits  of  credit  shoitag- 
es,  before  the  recession  depressed  loan  demand, 
and  when  interest  rates  charged  smaD  business 
owners  were  three  percentage  points  higher  than 
they  currently  are. 

The  NFIB  survey  questionnaire  also  approaches 
the  importance  of  financing  conditions  in  another 
manner.  It  asks  all  owner  respondents  whether 
the  present  is  a  good  time  for  small  business 
expansion  and  follows  up  by  inquiring,  "Why?" 
One  possible  reason  is  "Fmance  8l  interest  rates." 
If  financing  conditions  are  a  significan  problem, 
owners  should  indicate  that  the  present  is  not  a 
good  time  for  small  business  expansion  and  that 
the  most  important  reason  is  Tinance  &.  interest 
rates." 

Since  onset  of  the  most  recent  lecessioa  an 
average  of  less  than  three  percent  of  die  entire 
sample  reported  that  "Fmance  k  interest  rates" 
were  the  primary  reason  the  climate  for 
expansion  is  poor.  Compare  that  result  to  the 
1973.3  -  1974.3  period  when  nearly  18  penxni 
(quarterly  average)  assessed  the  clfanate  in  that 
manner,  or  the  1979.4  -  1982.3  period  when 
nearly  27  percent  did.  In  fact,  aside  frran  a  two 
quarter  spike  with  a  12  percent  peak  in  1989.1, 
the  proportion  feeling  the  pteseit  to  be  a  poor 
time  for  expansion  due  to  finanrmg  conditions  is 
currently  among  the  lowest  in  the  last  19  year^ 

The  reason  small  business  owners 
overwhelmingly  give  for  a  negative  view  of  the 
expansion  climate  is  "Economic  oooditions.* 
They  simply  believe  the  outlook  for  sales,  etc.,  is 
not  bright  When  business  owners  feel  that  way. 
they  rarely  intend  to  enter  tbe  cretfit  markets  to 
finance  expansionary  activity.  More  likely,  their 
use  of  the  credit  markets  under  diese 
circumstances  will  be  to  consolidate  debt,  reduce 


financing  diaiges.  attd  improve  cash  positions. 
While  die  meiils  of  each  loan  request  to  finance 
these  upeiatiag  problems  must  be  assessed 
individuaOy.  diey  are  not  as  likely  as  a  group  to 
be  as  auiacti»e  to  lenders  as  other  types  of 
investing. 

The  Price  SmaB  Business  Pays  for  Money 
One  likely  effea  of  a  credit  shortage  is  that  the 
price  small  business  owners  pay  for  money  will 
rise.'  Under  conditions  of  shortage,  demand 
should  push  up  small  business  interest  rates.  If 
small  business  owners  are  bearing  the  brunt  of 
the  shmtage,  then  the  rates  they  pay  should  also 
rise  relative  to  other  borrowers.  We  can 
determine  wbeltaer  rates  and  relative  rates  are 
rising  by  calailating  real  rates  of  interest  paid 
aiKi  by  comparii^  anall  business  interest  rates  to 
those  that  the  Federal  government  and  the  most 
favored  ccnomexdal  customers  pay  for  theirs. 

The  NFIB  interest  rate  series  only  stretches  back 
to  1982,  so  the  perspective  is  limited.  Chart  5 
presents  the  available  evidence.  The  real  interest 
rates  smaD  business  owners  paid  on  their  short- 
term  loans  over  the  last  decade  were  very  high. 
Yet,  rates  gently  declined  over  time.  That  trend 
does  not  change  even  by  removing  die  year 
1982,  when  rates  were  abnonnally  high  due  to 
unexpectedly  rapid  disinflation.  During  the 
period  of  the  'oofit  cnmch,"  rates  did  not  bulge 
upward.  Tbey  fidlowed  die  prevailing  trend. 

The  smaO  business  rate  also  did  not  change 
relative  to  other  borrowers.  Chart  S  presents  the 
difference  b^weeo  die  rates  charged  small 
business  owners  on  dieir  short-term  loans,  and 
duee  year  Treasury  Bills  (government  rate)  and 
New  York  posted  pime  Garge  corporate  rate). 
All  duee  lilies  on  die  chart  exhibit  considerable 
energy,  but  tbey  do  not  stray  ^m  one  another 
for  any  sustained  period  They  generally  move  in 
tandem,  meaning  anall  business  rates  have  not 
diverged  from  die  rates  paid  by  favored  bor- 
rowers. A  *cre(fit  cnmch"  for  small  business 
owners  would  have  prtxluced  divergence  for  at 
least  some  period  as  owners  bid  up  the  price  in 
response  to  limited  supply,  but  that  did  not 
occur. 
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CHART  5 


REAL  RATES  -  SHORT-TERM  SMALL  BUSINESS  LOANS, 
NEW  YORK  POSTED  PRIME.  AND  T-BILLS  - 1982.1  -  1992.2 


14% 

1 

\ 
\ 

—  Prim*      T-Bills  -   Sm  Bus  Rate 

12% 

10% 
8% 
0% 

■  V»-        '"^\       ''\ 

>    / 
I  »   I 

4% 

- 

w 

J    \f.:  ■      y\j.      , 

2% 

- 

12341234123412341234123412341234123412341234 
82|83|84|85|ae|87|U|89|90|»1      |a2 

Quarter/Year 


'Real  rates'  =  rate  minus  deflator 


Regional  Impact 

Ii  is  not  suiprising  that  media  reports  of  a  "credit 
crunch"  focused  on  New  England.  Owners  in 
that  region  have  recently  encounteied  a  severe 
problem.  But  New  England's  proUems  are  not 
typical.  In  fact  small  business  credit  problems 
have  become  highly  regional 

The  regional  disparities  began  in  the  West  South 
Central  states  with  oil.  agriculture  and  real  estate 
problems.  Beginning  in  1985.1.  the  net  percent 
in  the  region  reporting  credit  "hardei*  to  obtain 
rose  into  the  double-digit  range  and  left  it  only 
once  until  1989.4  (Chart  6).  The  amtrast  with 
other  regions  was  staik.  For  example,  while  a  net 


15  percent  of  owners  in  the  West  South  Central 
region  found  credit  "harder"  to  obtain  (1986.1). 
more  owms  in  the  New  England.  Nfid- Atlantic 
and  South  Atlantic  regions  reported  credit 
"easier"  to  obtain  than  "harder."  And.  in  the 
Great  Lakes  region,  reports  of  "easier"  and 
"harder"  were  almost  evenly  balanced. 

Meanwhile,  bankers  in  New  England  appeared  to 
be  shoveling  money  out  the  door.  For  eight  of 
nine  consecutive  quarters  (1985.2  - 1987.2)  more 
owners  in  ibe  region  said  credit  was  "easier" 
rather  than  "harder"  to  get  No  other  region  was 
comparable  though  the  Mid-Atlantic  region  also 
had  a  highly  favorable  climate.  That  simaiion 
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CHART  6 


NET  PERCENT  REPORTING  CREDIT  "HARDER'  TO  OBTAIN 
BY  SELECTED  REGION  - 1973 J  TO  19925 
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came  to  an  abnipt  end  in  1989.  Credit  became 
more  difficult  to  obtain.  By  1990.2.  New 
England  was  the  most  tnwblesoine  region  for 
small  business  bonowing.  Tbe  resulting  howl 
from  local  owneis.  therefoie.  stemmed  not  just 
from  severe  bonowing  awriitinns.  but  die 
rapidity  and  degree  of  cfajoge.  Owners  in  other 
regions  experienced  their  proUems  more 
gradually,  although  the  recessiao  made  them 
much  more  difficult  for  eveiyoiie. 

Impact  on  Larger  Small  Fiimf 
Another   element   distinguisfaing   the    'credit 
cnuich"  from  prior  periods  of  cmfit  problems  is 
the  size  of  finns  impacted.  Ownen  of  larger 


small  businesses  (defined  as  employing  40  or 
more  people)  tave  recently  encountered  m6re 
credit  availability  probtems  than  have  owners  oC 
smaOer  finn^COiart  7). 

In  addition,  those  problems  have  lasted  for  a 
longer  period  than  at  any  other  time  in  the 
survey's  19  year  existence.  Little  wonder  press 
reports  cooceming  a  'credit  aunch"  center  on 
owners  of  larger  small  businesses. 

Three  phmnnma  account  for  die  larger  small 
firm  fKUS:  bonowing  frequency,  credit 
availability,  aid  the  atnuptness  of  change.  Own- 
ers of  larger  small  firms  are  more  often  regular 
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CHART  7 

NET  PERCErfT  REPORTING  CREDIT  "HARDER*  TO  OBTAIN 
BY  EMPLOYEE  SEE  OF  BUSINESS  -  1973J  -  1992^ 
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borrowers  than  are  owners  of  smaller  small  firms 
(defined  as  fewer  than  10  employees).  The 
former  enter  the  credit  markets  for  their  short- 
term  financing  needs  SO  to  100  percent  more 
often  than  do  the  latter  (Chan  2).  Therefore, 
when  borrowers  in  both  size  classes  report 
similar  problems,  as  they  did  duhog  the  "credit 
crxinch."  the  difficulty  experienced  by  owners  of 
larger  small  firms  as  a  group  loom  comparatively 
greater. 

Owners  of  larger  small  firms  also  appear  more 
sensitive  to  changing  credit  conditions,  though 
they  have  had  less  difficulty  as  a  nile  obtaining 
their  shon-term  financing.  A  net  21  perccm  of 


smaller/owner  borrowers  on  average  reported 
credit  "harder'  to  obtain  compared  to  1 1  percent 
of  larger/owner  borrowers.  However,  the  var- 
iance in  rqnrted  difficulty  was  over  twice  as 
great  for  the  latter  group.  Infrequently  between 
1973.3  and  1990.1  did  larger  owner/borrowers 
report  more  credit  availability  problems  than  did 
smaller  owner/borrowers. 

The  situation  changed  radically  in  1990.2.  From 
that  date  to  the  present,  owner/borrowers  of  both 
sized  firms  encouruered  about  the  same  degree  of 
difficulty  resulting  in  more  problems  for  larger 
owner/  borrowers  as  a  group.  The  pain  sharpened 
for  owners  of  larger  enterprises  when  conditions 
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changed  so  abniptly.  Within  a  quaner  (90.1  lo 
90.2).  the  net  penxnt  of  luger  ownerAwnowen 
who  indicated  conditions  were  "harder"  neariy 
tripled  and  remained  at  that  levd  for  the  next 
year  and  ooe-half.  The  change  for  owners  of 
smaller  small  businesses  was  modest  by 
comparison. 

The  reason  for  diese  changed  circumstances  are 
not  ai^nrent  in  the  data.  One  plausible 
explanation  is  that  owners  of  smaller  firms  avoid 
the  regulatory  problems  of  a  Commercial  &. 
Industrial  loan  by  using  home  equity  loans.  They 
arc  cheap,  quickly  transacted  (widiin  reason), 
have  long  durations,  and  the  residence  will  be 
tied  up  in  a  business  loan  anyway.  Owners  of 
larger  firms  may  not  find  home  equity  loans  as 
attractive  sitKe  the  amount  may  be  too  smaU  and 
the  conditions  insufficiently  flexible.  A  second 
possibility  is  that  owners  of  larger  firms  use 
commercial  real  estate  as  collateral  more  often 
than  owners  of  smaller  firms.  Depressed 
commercial  real  estate  markets  lower  its  value  as 
collateral  and  new  appraisal  rales  raise  the  cost 
of  its  use  for  that  purpose.  Moreover,  lenders 
focus  on  the  value  of  the  real  estate  and  not  of 
the  business  sitting  on  it 

Other  reasonable  explanations  for  die  special 
impact  on  larger  small  firms  may  also  exist.  But 
an  explanation  is  important  for  the  size  of 
business  variable  appears  to  lie  at  die  heart  of 
the  "credit  crunch"  question. 

Earnings  and  Credit  Availability 
Lenders  supply  money  expecting  to  be  repaid 
with  iiueresL  Tunely  repayment  will  most  likely 
occur  when  a  borrower's  business  is  financially 
healthy  and  when  expected  future  earnings  cover 
the  note  plus  other  business  costs.  Credit 
availability,  therefore,  should  be  tied  to  firm 
profitability.  The  more  profitable  the  firm,  tbe 
easier  credit  should  be  to  obtain.  It  should  also 
be  tied  to  eiqKCted  profitability.  Ba  differing 
from  an  assessment  of  the  current  financial  state, 
expeaed  profitability  is  judgmental.  One 
individual  evaluating  a  proposed  activity  may 
reach  a  different  conclusion  about  its  viability 


than  axMbet-  However,  the  record  of  die 
owiKi/appGcat  reflects  both  his/her  business 
judgment  aad  bis/ber  business  skills.  When 
ovvnosof  finscially  healthy  firms  request  credit 
in  a  detaioniing  economic  climate,  availability 
will  &IL  Bat  it  diould  fall  modestly,  at  least 
compared  to  tuse  whose  firm's  are  relatively 
unbeahby. 

The  major  dnoges  a  recession  should  bring  are 
a  reductioa  in  tbe  proportion  of  profitable  finns 
and  in  loan  demand.  Credit  availability  problems 
should,  dierefove,  M  principally  on  firiancially 
weaker  firms.  Ttie  exception  would  occur  in  a 
"credit  crundL'  At  those  times,  there  is  no 
money  to  lend  no  matter  what  the  borrower's 
prospects  of  iqHymenL  Profitable  and  non- 
profitable  finns  suffer  alike.  One  prominent 
theme  of  many  news  reports  about  the  "credit 
crunch*  is  that  even  firumcially  healthy  firms 
have  encountoed  unusual  troubles  getting  loans. 

Tbe  NFIB  survey  obtains  a  measure  of  firm 
profitability  wfaicb  lets  us  examine  the 
relationships  between  quarterly  profit  trends, 
credit  availahflity,  and  recession/expansion.  One 
question  asks.  "Were  your  net  earnings  or 
"income'  (after  taxes)  from  your  business  during 
the  last  calendar  quarter  higher,  lower  or  about 
the  same  as  they  were  the  quarter  before?"  An 
owner's  response  could  reflea  a  quanerly 
abenatioa  fiom  a  knger  term  earnings  trend,  but 
it  is  a  reasonable  proxy  for  a  firm's  future  cash 
flow  prospects  and  the  ability  of  a  firm  to  repay 
its  obiigatians.  If  firm  earnings  were  moving  up, 
its  prospects  wouk)  be  viewed  as  better  than  if 
earnings  woe  moving  down. 

The  survey  fidknvs-up  the  change  in  profitability 
questicHi  by  addng  the  most  importaru  cause  for 
earnings  change  fiom  those  responding  "Higher" 
or  "Lowct"  One  possible  answer  is  "Usual  sea- 
sonal change.*  Tbe  seasonal  response  suggests 
no  variation  m  a  earnings  trend  despite  a 
nominal  qimter  over  quarter  difference.  Those 
cases,  therefiac,  were  deleted  from  the  analysis. 
The  result  was  a  three  point  qualitative  measure 
of  (Kofitability  adjusted  for  seasonal  factors, 
"Higher."  "Same"  and  "Lower." 
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Over  the  19  years  examined,  owneis  with  funis 
which  experienced  higher  earnings  than  in  the 
prior  quarter  found  credit  easier  to  obtain  than 
did  those  with  unchanged  or  lower  earnings 
(Charts). 

An  average  net  nine  percent  xif  borrowers  who 
reported  higher  earnings  also  reported  credit 
"harder'  to  obtaia  The  average  rose  to  14 
percent  for  those  bortoweis  who  reported 
unchanged  earnings,  and  to  27  percent  for  those 
reporting  them  lower. 

The  earnings  and  credit  availaUIity  data  show 
three  additional  phenomena.  First,  credit 
availability  diERculties  reported  by  owners  with 
increased  earnings  varied  as  much  over  the  19 
year  span  as  they  did  for  those  who  reported 
lower  earnings.  The  gap  between  the  average  of 
the  four  highest  (most  difficult)  observations 
(quartets)  and  the  four  lowest  (least  difiicuU),  for 


example,  was  greater  for  those  reporting  higher 
earnings.  For  both  groups,  the  variation  in  credit 
availabOty  generally  corresponded  to  reces- 
sions^expansions.  These  data  imply  that  small 
business  owners  always  encounter  elements  of  a 
credit  cruocfa  during  recessionary  periods  no 
matter  bow  profitable  their  businesses.  Lenders 
appear  to  lighten  just  as  much  on  finns  widi 
rising  earnings  as  on  those  with  foiling  earnings. 
Recent  complaints  that  financially  healthy 
busirttsses  have  experienced  trouble  getting 
credit  appear  more  than  aberrations,  but  they  do 
not  distinguish  the  "credit  crutKh"  from  other 
periods  of  credit  problems. 

The  second  point  the  data  make  is  that  the 
differerKe  in  reported  credit  availability  between 
owners  of  firms  with  rising  earnings  and  owners 
of  firms  with  falling  earnings  appears  to  be 
increasing  over  time  (Chart  9). 


CHART  8 

NET  PERCEMT  REPORTING  CREDIT  'HARDER-  TO  OBTAIN 
BY  HIGHER  AND  LOWER  EARNINGS  LAST  QUARTER  -  1973.3  -  19922 
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CHART  9 


DIFFERENCE  IN  CREDIT  "HARDER"  TO  OBTAIN  BETWEEN  OWNERS 
REPORTING  LOWER  AND  HIGHER  EARNINGS  - 1973.3  •  1992.2 


Percentage 
Point  Ditference 
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However,  the  change  was  oot  smooth.  The 
smallest  gaps  between  the  two  gnMps  occurred 
in  the  1977-79  when  credit  was  lelatively  easier 
for  poorer  risks  to  obtaia  The  largest  gaps 
occurred  in  1983  through  1986  when  credit  for 
those  with  falling  earnings  became  relatively 
harder  to  get  The  gaps  shrunk  in  the  three  years 
following  the  greatest  difEeroioes.  but  have  been 
relatively  large  since. 

Lenders  increasingly  distinguished  between  small 
finns  on  the  basis  of  profitability  even  before  the 
enactment  of  FIRREA  or  changes  the  legulaioty 


environment  Small  business  owners  appeared 
not  to  notice  die  change  at  the  time  because  the 
era  was  the  most  profitable  for  them  in  the  two 
decades.  But  if  die  change  originated  in  die  mid- 
1980s,  to  what  degree  were  subsequent  legal  and 
regulatory  changes  merely  reenforce  existing 
practice? 

During  die  period  of  the  "credit  cnmch."  owneis 
of  finns  with  rising  earnings  experienced  less 
difficulty  obtaining  credit  dian  did  owners  in  a 
similar  position  in  the  eariy  70s  and  early  80s. 
Compare  die  three  six-quaiter  spans.  73.3-74.4. 
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79.3-80.4,  and  90.2-91J.  An  average  of  19 
percent  of  those  with  hi^ier  earnings  during  the 
"credit  auncfa"  repoited  credit  harder  to  obtain 
compared  to  19  percent  in  73.3-74.4  and  28 
perceni  in  90.2-913.  Thus.  Ifae  anecdotal  repons 
which  leave  the  impressian  thai  'good"  firms  are 
being  abnormally  aETected  appear  to  have  no 
basis  in  fact 

The  same  was  not  true  for  owners  who  cited 
falling  earnings.  They  experienced  significantly 
more  difficulty  than  did  those  in  similar  circum- 
stances during  the  last  two  decades.  Compare  the 
same  three  time  spans.  An  average  of  43  percent 
of  those  with  lower  earnings  found  credit  harder 
to  get  during  tiie  "credit  cnincfa"  compared  to  34 
and  39  percent  in  the  two  pcior  periods. 


CONCLUDING  OBSERVATIONS 

Any  small  business  owner  who  wants  a  business 
loan  and  caiuiot  get  one  experiences  a  "credit 
cninch."  In  that  sense,  any  debate  over  the 
existence  of  one  is  purely  an  academic  exercise. 
Everyone  agrees  thai  business  credit  is  harder  to 
obtain  today  than  it  was  jnst  a  few  years  ago, 
and  that  is  the  important  fact  to  business  owners. 
However,  for  those  charged  with  making 
economic  policy,  the  (fistinction  between  a 
"credit  cnmch"  and  a  cyclical  contraction  rooted 
in  fewer  good  business  Of^rtunities  is 
important  It  influences  the  apfHoacbes  they  take 
(or  should  take)  to  monetary  policy  and  financial 
instimtion  regulatioa  Oo  tfab  score  the 
overriding  analytic  issue  is  wfaetber  current  credit 
conditions  are  uruque  or  wfaedier  they  resemble 
those  of  prior  recessions. 

The  evidence  shows  ttiat  aazH  business  credit 
conditions  during  the  "credit  crunch"  are  more 
like  past  experience  than  they  are  di£ferenL  The 
most  persuasive  evidence  Ees  in  the  net 
proportion  of  both  the  nal  and  borrowing 
populations  who  report  bonowing  to  be  "harder." 
The  "credit  crurKh"  failed  to  produce  more 
owners  registering  severe  evaluations  of  credit 
availability  than  occurred  dunng  earlier  periods 


of  credit  problems.  Owners  of  firms  with 
increased  earnings,  a  proxy  for  profitable 
businesses,  even  experienced  somewhat  fewer 
problems.  Moveover,  when  asked  directly, 
relativdy  few  owners  suggested  that  credit 
conditins  were  a  serious  pnDblem  vis-a-vis 
others  problems  they  face,  or  that  financing  was 
a  m^  negative  influence  on  their  outlooL 

De^xK  similarities,  small  business  credit  condi- 
tions during  the  "credit  cnmch"  have  not  been 
identical  to  those  encountered  during  recessions 
over  Ifae  last  two  decades.  Regional  and  firm  size 
dispaidies  have  been  significantly  more 
pronounced  in  the  last  few  years.  Enormous 
dilTeiCDces  along  these  two  dimensions  arose 
during  the  most  severe  quarters  of  the  "credit 
crunch."  though  they  have  subsequently  declined 
as  recovery  has  taken  hold.  Owners  of  larger 
small  finns  in  the  northeast,  for  example,  were 
particnlariy  affected  in  an  adverse  marmer. 
Further,  during  prior  economic  down-swings,  the 
net  proportion  believing  credit  was  "harder"  to 
obtain  began  falling  before  the  recession's  end. 
Small  business  balance  sheets  have  started  to 
rccovo"  fiom  the  most  recent  down-swing.  Yet, 
borrowing  conditions  remain  historically 
difficut 

The  influence  of  a  vastly  different  regulatory 
framewok  under  which  financial  instimtions 
now  ofnate  appears  to  have  made  small 
busmcss  borrowing  relatively  more  difficult  The 
NFIB  data,  unfortunately,  yield  no  direct 
evidence  an  the  regulatory  impact  They  are  only 
suggestive.  However,  the  evidence  shows  that  the 
climate  initially  deteriorated  in  eariy  1989, 
improved  temporarily,  and  then  deteriorated 
again  before  the  onset  of  the  recession.  The  fact 
that  larger  small  firms,  those  more  likely  to  use 
"business"  rather  than  "personal"  loans,  were  hit 
more  severely  provides  additional  evidence. 
Finally,  continued  relative  difficulty,  long  after 
recovery  has  begun,  marks  the  "credit  crunch"  as 
being  (fifierent  from  prior  periods  of  credit 
difficultj. 
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The  real  risk  of  a  'credit  cninch.*  however,  does 
not  lie  in  the  recessioo  and  slow-growth 
experience  from  mid- 1990  to  die  present  Radier. 
it  lies  with  the  resuigenoe  of  private  demand  for 
twrrowed  funds.  Small  business  credit  problems 
will  systematically  grow  in  the  1990s.  Less 
capital  will  be  available  to  eveiyone,  including 
small  business  owners,  than  in  the  1980s  due  to 
domestic  and  interaatioial  dicumstances  over 
which  they  have  little  or  do  control.  Small 
businessmen  and  women  also  will  be  pushed 


funher  down  the  credit  line  by  regulations 
emanating  from  the  Basle  agreement  requiring 
banks  to  maintain  additional  reserves  when 
lending  to  small  business  owners.  Moreover, 
nervous  regulators  and  bankers  will  not  ignore 
the  past  Tbey  will  remain  very  cautious.  Thus, 
when  the  economy  recovers  creating  many  more 
"bankable*  deals  than  are  now  available,  the 
demand  for  credit  will  grow  faster  than  the 
financial  system's  ability  to  respond.  That  could 
create  a  serious  supply-side  problem  known  as  a 
'credit  cnindL" 


ENDNOTES 

1.  Senior  Loan  OfBcer  0{hiuoo  Survey  on  Bank  Lending  Practices.  Division  of  Monetary  Affairs,  Board  of 
Governors  of  the  Fedetal  Reserve  System,  series,  mimeo. 

2.  A  'credit  crunch'  inrpBcs  that  for  a  given  lending  risk  financing  becomes  seriously  less  available,  particularly 
for  owners  that  enjoyed  access  to  credit  historically  or  that  appear  to  be  bankable.  However,  the  value  of  a 
firm,  and  therefore  the  firm's  obligations  including  debt  owed  hanks,  does  no(  depend  on  past  performance 
except  to  the  extent  that  assets  have  been  accumulated.  Its  value  lies  in  the  finn's  expected  future  performance. 
The  trust  generated  by  the  owner's  'track  record'  influences  a  lender's  assessment  of  potential  future 
performance,  but  facton  such  as  the  business  climate  will  be  considaed  as  well  Thus,  an  owner  who  fmanced 
business  operations  with  reasonable  ease  during  the  record  expaosioo  of  the  1980s  might  legitimately  become 
less  bankable  during  a  teccssioa. 

3.  No  event  or  sharp  division  exists  to  mark  the  begiruiing  and  end(?)  of  the  'credit  crunch.'  The  first  news 
reports  of  one  appeared  m  the  first  quarter  of  1989.  They  still  can  be  found.  However,  the  period  under 
discussion  extends  from  earty  1989  to  the  present 

4.  The  supply  of  credit  in  competitive  markets  is  dependent  on  price.  Smce  credit  markets  are  heavily  regulated, 
however,  price  is  only  one  element  determining  credit  supply  (availability). 

5.  Roben  H.  Dugger.  remads  a  Economic  Forecast  meeting.  United  States  Chamber  of  Commerce,  November 
6.  1991. 


7. 


The  tenor  of  these  results  are  not  unique  to  this  data  series.  One  recem  survey  of  over  S.OOO  small  business 
owners  ranked  'Obtaining  Long-Term  (5  years  or  more)  Fmandng'  and  'Obtaining  Shon-Term  (12  months 
or  less)  Fuiancing'  as  their  46di  and  53rd  most  serious  problems  (out  of  75).  Sec,  William  I.  Dennis.  Jr..  Small 
Business  Problems  and  Privities,  The  NFIB  Foundation,  Washington,  D.C.  March,  1991 

Petersen  and  Rajan  repon  that  banks  are  more  likely  to  adjust  the  supply  of  credit  for  a  given  small  business 
risk  than  they  are  to  adjust  the  price.  If  their  thesis  is  correct  a  "awfit  crunch'  could  occur  without  relative 
increases  in  real  interest  rates  for  small  business  owner/borroweis.  See.  Mitchell  A.  Petersen  and  Raghuram 
G.  Rajan.  "The  Benefits  of  Fmn-Oeditor  Relationships:  Evidence  from  small  business  data,"  Graduate  School 
of  Business.  University  of  Chicago.  Sq)tembcr,  1992,  mimea 
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SECTION  1:  INTRODUCTION  AND  BACKGROUND 

The  purpose  of  this  report  is  to  provide  information  on  the 
availability  of  credit  in  1992  to  small  businesses  and  small  farms, 
including,  to  the  extent  practicable,  information  on  different  sized 
businesses,  new  businesses,  minority- owned  small  businesses,  and 
businesses  in  different  regions  of  the  country.   No  one  source  of  data 
can  provide  all  essential  ingredients  for  such  an  assessment,  given 
the  broad  range  of  businesses  encompassed  by  the  term  "small"  and  the 
different  sources  and  types  of  financing  available.   Moreover, 
currently  available  data  that  allow  one  to  evaluate  supply  and  demand 
for  different  kinds  of  credit  among  classes  of  businesses  are  scant. 
Thus,  while  this  report  reviews  changes  in  the  terms  and  flows  of 
credit  to  businesses  from  a  number  of  major  sources,  it  relies  to  a 
considerable  extent  on  available,  typically  unsystematic,  surveys  and 
discussions  with  borrowers  and  lenders  to  draw  conclusions  about  the 
relative  strength  of  credit  demands  and  the  stringency  of  supplies 
that  generate  these  flows  and  prices. 

The  major  providers  of  credit  for  many  small  businesses  are 
commercial  banks:  thus  this  report  gives  considerable  emphasis  to 
assessing  bank  lending  in  1992.   Bank  credit  support  for  small 
businesses  may  come  in  the  form  of  commercial  and  industrial  loans: 
commercial  real  estate  and  construction  loans:  or  personal  loans,  such 
as  credit  card  and  home  equity  loans.   In  addition  to  bank  loans. 


1.   For  example,  data  from  the  1989  National  Survey  of  Small 
Business  Finance  indicated  that  local  commercial  banks  were  the 
dominant  suppliers  of  credit  to  small  businesses  and  that  nearly  half 
of  small  businesses  relied  on  bank  credit.   See  John  Wolken  and  Greg 
Elliehausen.  "Banking  Markets  and  the  Use  of  Financial  Services  by 
Small  and  Medium-Sized  Businesses."  Federal  Reserve  Bulletin.  October 
1990. 
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other  sources  of  credit  for  small  businesses  include  the  private 
placement  of  debt  issues  with  institutional  investors,  loans  from 
finance  companies  and  other  nonbank  institutions,  and  trade  credit. 
Where  statistics  are  available,  these  credit  sources  also  are 
examined. 

To  begin,  the  report  provides  in  Section  2  a  brief  overview 
of  credit  developments  in  1992.   This  is  followed  in  Section  3  by  an 
assessment  of  major  credit  sources  for  corporate  and  noncorporate 
borrowers.   Section  4  discusses  bank  credit  flows  and  availability  for 
small  businesses  and  minority-owned  businesses,  and  Section  5  examines 
credit  developments  for  small  farms. 

SECTION  2:  OVERVIEW  OF  CREDIT  DEVELOPMENTS  IN  1992 

Total  debt  of  domestic  nonfinancial  sectors  of  the  economy 
expanded  at  a  moderate  4-3/4  percent  annual  rate  through  the  first- 
three  quarters  of  1992  and  appears  to  have  continued  near  or  slightly 
above  this  pace  in  the  final  months  of  the  year  [Chart  and  Table:  Debt 
Growth] .   Borrowing  by  the  federal  sector  to  finance  the  large  budget 
deficit  boosted  total  debt  growth  over  the  year,  while  private 
sectors,  in  the  aggregate,  added  only  slightly  to  their  outstanding 
indebtedness.   The  continued  slow  pace  of  borrowing  by  households  and 
businesses  in  1992  is  somewhat  atypical  of  the  early  stages  of  a 
recovery,  but  is  not  surprising  in  the  economic  and  financial 
environment  of  the  recent  period.   Credit  needs  generally  have  been 
modest,  given  the  restrained  acceleration  in  production  and  sales,  and 
businesses  and  consumers  have  focused  their  efforts  on  redressing  the 
financial  imbalances  that  were  a  legacy  of  the  heavy  leveraging  in  the 
1980s. 
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Debt  Growth 


Percent 
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1964 


1968 


1974 
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1989 


Growth  of  Domestic  Nonfinancial   Debt 
(Percent   changes:    quarterly  data   are   seasonally  adjusted   annual   rates) 
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1.0 

4.3 
4.9 
3.5 
3.8 

0.9 

1.1 

-1.6 

-2.8 

4.2 
4.4 
4.3 
4.7 

1992 

Ql 
Q2 
Q2 

6.0 
4.7 
3.3 

13.3 

12.3 

6.5 

3.5 
2.2 
2.2 

5.5 
3.6 
3.7 

1.0 
-0.7 
-0.3 

5.1 
6.9 
3.4 

1.    Changes   shown  are   on  an   end-of-penod   basis   and   thus  may  differ   from 
month -average   data   in  the  Board's  H.6   release. 


Sourc*:  F«d»nl  Rm*n«  Board.  Row  al  Funds  Aoeouna. 
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The  Federal  Reserve  eased  monetary  policy  further  during  the 
year.   Measures  of  underlying  inflation  remained  subdued;  and.  against 
a  backdrop  of  slow  growth  and  still  high  unemployment.  System  actions 
fostered  a  decline  in  the  federal  funds  rate  from  4-1/2  percent  in 
late  1991  to  3  percent  by  October  of  1992.   Interest  rates  on  Treasury 
bills  and  private  money  market  instruments  fell  more  than  1-1/4 
percentage  points  in  the  first  three  quarters.   In  recent  months, 
short-term  rates  have  edged  upward  a  bit,  owing  in  part  to  pressures 
related  to  year-end  positioning  by  borrowers  and  lenders;  nonetheless, 
rates  in  December  remained  near  their  lowest  levels  in  more  than 
twenty  years.   Bond  yields  also  dropped  in  1992,  but  by  appreciably 
less  than  rates  on  shorter-maturity  instruments,  resulting  in  a  steep 
yield  curve  throughout  the  period  [Chart:  Interest  Rates]. 

The  lower  level  of  interest  rates,  coupled  with  debt- 
restructuring  efforts,  enabled  households  and  businesses  to  greatly 
reduce  their  debt  service  burdens  and  to  strengthen  their  overall 
financial  positions.   In  the  household  sector,  consumers  reacted  to 
uneasiness  about  income  and  employment  prospects  by  curtailing  their 
spending  and  reducing  their  reliance  on  borrowed  funds.   The 
increasingly  wide  spread  between  the  cost  of  loans  and  the  interest 
being  paid  on  household  assets  no  doubt  encouraged  even  more  diligent 
efforts  to  limit  the  use  of  debt.   With  consumer  debt  contracting  over 
most  of  the  year,  the  aggregate  ratio  "of  such  debt  to  personal  income 
dropped  to  its  lowest  level  since  1985.   Households  also  took 
advantage  of  lower  mortgage  interest  rates  to  reduce  debt  service 
burdens.   The  volume  of  mortgage  refinancings  reached  record  levels  in 
1992;  interest  savings  to  households  have  been  sizable.   Businesses 
used  funds  raised  in  equity  markets  to  reduce  overall  indebtedness, 
while  replacing  higher  coupon  debt  with  new  lower-cost  funds.   Net 
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interest  coverage  ratios  of  nonfinancial  corporations  dropped  several 
percentage  points  below  peaks  reached  in  1989.  when  interest  payments 
absorbed  more  than  40  percent  of  total  corporate  cash  flow. 

The  restructuring  efforts  of  borrowers  and  the  modest 
financing  needs  in  the  current  expansion  are  the  principal  reasons  for 
the  unusually  slow  pace  of  private  sector  debt  growth  this  year.   But 
restraint  on  the  supply  of  credit  also  appears  to  have  played  a  role. 
In  particular,  credit  supplied  by  depository  institutions  has  remained 
exceptionally  weak:  for  small  businesses  and  other  borrowers  that  rely 
mostly  on  banks  for  their  credit  needs,  the  ongoing  weakness  may  pose 
particular  problems.   As  discussed  below,  there  is  ample  evidence  to 
indicate  that  depositories  have  maintained  tighter  lending  standards. 
At  the  same  time,  however,  a  growing  number  of  indicators  suggest  that 
the  period  of  credit  tightening  has  ended  and  easing  steps  may  be  in 
train. 

SECTION  3:  AGGREGATE  FLOWS  OF  BUSINESS  CREDIT 
Nonfinancial   corporations 

Public  Securities  Markets.   The  availability  of  credit  for 
nonfinancial  corporations  in  public  securities  markets  clearly 
improved  in  1992.   Lower  interest  rates  prompted  a  flood  of  new 
offerings  of  bonds  in  January,  and  the  volume  of  new  issues  remained 
consistently  heavy  through  the  year  fChart:  Gross  Issuance  of 
Nonfinancial  Bonds,  Yield  Spreads].   Cumulatively,  more  than  $130 
billion  of  new  bonds  were  sold  by  nonfinancial  corporations  in  public 
markets  during  the  first  nine  months  of  the  year:  at  an  annual  rate, 
this  volume  exceeded  by  30  percent  the  previous  record  pace  of  1986. 
Offerings  surged  even  higher  in  October  but  tapered  off  somewhat 
toward  year-end  as  bond  rates  rose.   Most  new  offerings  during  the 
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GROSS  ISSUANCE  OF  NONFINANCIAL  PUBLIC  BONDS 
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year  were  by  investment -grade  borrowers,  that  is  with  ratings  of  Baa 
or  higher:  but  lower-rated  bond  issues  also  rebounded  noticeably.   In 
many  cases,  the  proceeds  from  new  bond  offerings  were  used  to  replace 
higher  yielding  coupon  debt  or  bank  loans  and  other  debt,  some  of 
which  was  taken  on  to  finance  merger  and  acquisition  activity  in 
earlier  years.   In  the  aggregate,  net  funds  raised  in  bond  markets  are 
likely  to  have  been  less  in  1992  than  in  1991.  despite  the  hefty  pace 
of  new  offerings,  because  of  sizable  retirements  of  outstanding 
issues. 

The  new  bond  offerings  were  easily  absorbed  by  the  markets. 
Indeed,  the  spread  between  yields  on  A-rated  utility  bonds  and  those 
on  30-year  Treasury  bonds  narrowed  appreciably  during  the  year  to  near 
75  basis  points  in  late  summer,  though  it  has  widened  a  bit  more 
recently.  Spreads  between  yields  on  below-investment-grade  bonds  and 
Treasury  notes,  although  remaining  wide,  fell  significantly  below  the 
premiums  required  in  1990  and  1991. 

Investor  demand  for  long-term  debt  appears  to  have  been 
spurred  in  part  by  the  very  steep  yield  curve.   In  particular,  as 
banks  and  other  depositories  aggressively  lowered  rates  paid  on  CDs. 
many  savers  forfeited  the  safety  of  deposit  insurance  and  looked  for 
higher  returns  on  market  instruments.   Net  inflows  to  stock  and  bond 
mutual  funds  exceeded  $150  billion  in  the  first  three  quarters,  an 
extremely  large  volume  by  historical  standards  [Chart:  Long-term 
Mutual  Funds] .   Government  and  municipal  funds  were  especially  popular 
among  bond  investors:  but  corporate  funds,  including  those  that  invest 
primarily  in  below-investment-grade  bonds,  also  received  substantial 
net  inflows.   These  inflows  enabled  the  funds  to  purchase  a  sizable 
share  of  new  issues  of  lower- rated  bonds. 
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LONG-TERM  MUTUAL  FUNDS 


Net  Flows  (Billions  of  dollars) 


^^^ 

n 

NET  FLOWS" 

(Billions  of  dollars,  monthly  rate) 

Bonds 

Stocks 

Total 

1991 

7.0 

3.8 

10.8 

1992 

Q1 

9.6 

7.3 

16.9 

02 

10.1 

6.8 

16.9 

Q3 

11.5 

5.3 

16.8 

Oct 

3.7 

5.2 

8.9 

"Sales  less  redemptions  plus 
reinvested  dividends. 

1984  1986  1988 

'  1B92  Ihreugh  October,  annualized. 


1990 


1992* 


NET  FLOWS  TO  MUTUAL  FUNDS  CLASSIHED  BY  TYPE 

^^™ 

(Billions  of  dollars) 

1987-1990 

1991 

1992* 

(average) 

1.  Total  bond 

17^ 

SAJO 

116.3 

2.      Government 

-2.7 

22.5 

40.1 

3.      Corporate 

1.9 

7.2 

10.8 

4.      Municipal 

10.6 

26.4 

32.4 

5.      Other 

7.7 

27.9 

33.0 

6.  Total  equity 

11.4 

45.9 

75.8 

7.      Growth  and  income 

7.6 

30.3 

50.7 

8.      Other 

3.8 

15.6 

25.1 

*  1S92  Suough  Oelober,  annuaizad 
Source:  investment  Company  Institute. 
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The  inflows  to  mutual  funds  slowed  sharply  in  October,  as 
investors  became  concerned  about  potential  losses  in  light  of  the 
back-up  in  long-term  interest  rates.   High-yield  bond  funds  were 
notably  affected,  experiencing  sizable  net  outflows  for  several  weeks 
in  late  September  and  October.   These  outflows,  however,  appeared  not 
to  significantly  disrupt  the  public  market  for  below- investment -grade 
bonds  as  new  issuance  volume  remained  heavy  and  yield  spreads  rose 
only  slightly.   Preliminary  information  for  November  suggests  that 
inflows  into  all  types  of  funds  may  have  picked  up  from  the  October 
pace . 

Besides  bond  offerings,  gross  equity  issuance  by  nonfinancial 
corporations  proceeded  at  a  record  pace  in  the  first  half  of  the  year 
and  continued  at  a  reduced,  but  still  strong,  rate  in  the  second  half. 
Bolstered  by  the  runup  in  stock  prices  that  pushed  the  price-earnings 
ratio  for  key  market  averages  to  new  highs,  stock  offerings  surged 
early  in  the  year.   About  80  percent  of  offerings  in  the  first  half  of 
1992  were  by  established  corporations,  and  a  large  portion  of  the 
proceeds  were  used  to  pay  down  outstanding  debt,  especially  bank 
loans.   At  the  same  time,  the  markets  were  especially  receptive  to 
issues  of  smaller  firms,  as  evidenced  by  the  stronger  performance  of 
the  indexes  keyed  to  low  capitalization  stocks  and  over-the-counter 
markets.   This  attractive  environment  brought  forth  a  bumper  crop  of 
initial  public  offerings  (IPOs)  by  small,  growing  firms. 
Approximately  $20  billion  of  IPOs,  at  an  annual  rate,  were  marketed  in 
the  first  half,  nearly  double  the  pace  of  1991.   More  than  half  the 
volume  were  small  company  issues,  but.  in  addition,  a  number  of 
offerings  were  by  firms  that  had  gone  private  in  the  merger  wave  of 
the  1980s,  and  the  proceeds  of  the  IPO  went  mostly  to  repay  the  debt 
taken  on  in  the  earlier  buyout. 
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1 PUBUC  GROSS  DOMESTIC  NONFINANCIAL  EQUITY  ISSUANCE         . 

(Billions  of  doUan,  annual  rates) 

1989 

1990 

1991 

1992 

HI 

H2' 

1.      TotaJ  IPOs 

4.8 

4.0 

11.6 

20.0 

8.8 

2.  Small  company  IPOs 

3.  Other  IPOs' 

4.0 
.8 

3.6 
.4 

6.4 
52 

11.2 
92 

6.8 
2.0 

Memo: 
4.     Total  equity  issuance 

12.8 

12.4 

44.8 

60.8 

33.2 

*  Data  through  November  at  an  annual  rate 
1.  Includes  reverse  LBOs. 
Source:  Federal  Reserve  Board 


Although  the  volume  of  new  equity  issues  slackened  some  in 
the  summer  and  fall,  overall  it  remained  at  a  strong  pace  by 
historical  standards.   On  balance,  the  volume  of  net  funds  raised  by 
nonfinancial  businesses  in  equity  markets  in  1992  likely  will  have 
exceeded  $25  billion,  a  record  level.   In  contrast  to  the  1980s,  when 
merger- related  activity  led  to  huge  retirements  of  equity,  this  year 
the  volume  of  stock  retirements  remained  well  below  the  volume  of  new 
stock  issuance. 

Private  Debt  Markets.   The  improvement  in  the  public 
securities  markets  has  not  been  matched  in  the  private  placement 
market  for  corporate  debt.   This  market  has  traditionally  been  an 
important  source  of  finance  for  smaller,  less  highly  rated 
corporations  and  for  new  and  expanding  firms  that  are  still  unknown  in 
the  public  markets.   Most  privately  placed  debt  issues  range  in  size 
from  $25  million  to  $100  million  with  typical  maturities  of  7  to  10 
years.   For  some  businesses,  the  private  placement  market  may  provide 
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an  alternative  to  intermediate-term  bank  loans.   Few  corporations  that 

have  access  to  the  public  bond  markets  use  the  private  placement 

2 

process . 

The  major  purchasers  of  private  debt  have  been  the  life 
insurance  companies,  which  make  special  efforts  in  evaluating  a 
borrower's  creditworthiness  and  in  monitoring  it  over  time.   Such 
borrowing  usually  involves  numerous  restrictive  debt  covenants  and  a 
close  working  relationship  between  the  borrower  and  the  insurance 
company  to  ensure  that  the  terms  are  met  or  to  renegotiate  terms. 
Problems  of  the  insurers  have  contributed  to  a  more  restrictive 
private  placement  market  in  the  past  couple  of  years.   As  with  other 
financial  institutions,  overexposure  to  poorly  performing  commercial 
mortgages  has  forced  several  large  companies  to  pare  down  the  weaker 
credits  in  their  asset  portfolios.   Also,  the  introduction  of  a  new 
ratings  system  in  1990  by  the  National  Association  of  Insurance 
Commissioners  in  effect  lowered  the  quality  ratings  of  a  significant 
portion  of  the  portfolios  of  some  companies  to  below-investment  grade. 
This  not  only  focused  public  attention  on  the  problems  of  the 
insurers  but  also  limited  the  insurers'  scope  for  acquiring  any  but 
high-quality  assets. 

Data  through  mid- 1992  suggest  that  private  placements  of 
nonfinancial  firms  have  continued  near  the  pace  of  the  past  few  years 
but  that  purchasers  of  private  placements  have  become  extremely 
cautious  about  acquiring  debt  of  less-than-investment-grade  borrowers 
[Chart:  Private  Placements].   Notably,  the  share  of  new  commitments 
for  below- investment -grade  issues  by  life  insurance  companies  has 
dropped  sharply  since  1990:  and.  although  there  are  anecdotal  reports 


2.  An  article  that  discusses  in  more  detail  the  market  for  private 
placements  is  scheduled  for  publication  in  the  Federal  Reserve 
Bulletin.  February  1993. 
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Private  Placements 


GROSS  ISSUANCE  OF  PRIVATE  PLACEMErfTS  BY 
NONFINANCIAL  CORPORATIONS' 
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Below-investment-grade 


Ratio  of  below-investment-grade 
to  total 


1989 


1990 


1991 


Billions  ot  dollars  — 

54.7                  49.9 

42.9 

6.6                     8.1 
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12.1                 16.2 
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that  the  aversion  to  low  quality  issues  has  lessened,  the  life 
insurers  still  face  adjustments  that  will  likely  constrain  for  awhile 
their  ability  to  add  significantly  to  their  pools  of  riskier  assets. 
There  is  not  a  great  deal  of  scope  for  other  investors  to  fill  the  gap 
left  by  the  insurance  companies  in  the  lower-grade  sector  of  the 
private  placement  market.   Although  some  pension  funds,  finance 
companies,  and  mutual  funds  invest  in  private  placements,  involvement 
in  such  credit  relationships  entails  large  start-up  costs  and  the 
development  of  expertise  that,  thus  far,  the  life  insurers  have  seemed 
the  most  willing  to  undertake.   On  the  positive  side,  the  demand  for 
investment -grade  private  debt  has  jumped.   As  in  other  markets, 
insurance  companies  seem  to  have  room  for  debt  of  corporate  businesses 
that  are  viewed  as  creditworthy  borrowers. 

Bank  Loans  and  Other  Credit  Sources.   Through  most  of  1992, 
nonfinancial  corporations  were  paying  down  short-term  liabilities. 
The  general  weakness  in  short-term  credit  flows  for  this  sector 
appears  to  be  largely  a  demand  phenomenon.   Firms  sought  to  hold  down 
inventories,  thereby  reducing  overall  needs  for  short-term  funding. 
In  addition,  bond  issuers  took  advantage  of  lower  interest  rates  to 
replace  short-term  debt  with  bonds  [Table:  Nonfinancial  Corporate 
Financing] .   Bank  loans  contracted  appreciably,  and  few  funds  were 
raised  in  the  commercial  paper  markets  or  from  finance  companies  and 
other  nonbank  sources.   The  commerciaT  paper  market,  which  offers 
short-term  funding  for  large,  highly  rated  corporations,  remained 
receptive  to  new  issues  of  nonfinancial  firms:  yield  spreads  on 
commercial  paper  over  comparable  Treasury  issues  remained  quite  narrow 
through  most  of  the  year,  although  widening  in  November  in  response  to 
year-end  pressures.   Despite  low  interest  rates  on  commercial  paper. 
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NONFINANCIAL  CORPORATE  FINANCING 

(Billions  of  doUan,  annual  nte) 


Annual 

average 

1980-1984 

Annual 

iverage 

1985-1989 

1990 

1991 

1992* 

—  _  lUaw  Mf  fttnfW 

1.  Capital  outlays: 

a.  Inventories 

b.  Plant  and  equipment 

303.8 

IZ7 

291.1 

374J 

23.0 

351.4 

391.6 

3.1 
388.5 

361.1 
-9.8 
370.9 

378.8 

18 

376.0 

2.  Other  uses  ^ 

85.2 

154.2 

119.8 

83.0 

175.8 

3.        Total  uses 

389.0 

528.6 

511.4 

444.1 

554.6 

3 
4.  Internal  funds 

246.2 

351.1 

361.8 

368.2 

409.0 

5.  Net  equity  issuance 

-n.0 

-99.7 

-63.0 

18J 

31.0 

6.  Short-term  borrowing 

60.7 

63.4 

34.8 

-68.8 

-118 

7.  Long-term  borrowing 
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51.6 

69.4 

56.2 
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BANK  DEBT  OF  MANUFACTURING  CORPORATIONS          1 

Asset  Size 
of  Firm 

Amount  Outstanding 
September  1992 

(Billioos  of  dollan) 

Percent  Change 

Fh)mYear 

Earlier 

Percent  of 

Ibtal  Debt 

of  Firm' 

Less  than  S5  miDion 

18.4 

U 

41.8 

$5  to  $25  million 

25.1 

19 

48.8 

$25  million  to  $1  btUion 

104.4 

~S 

417 

$1  billion  or  more 

llOJ 

-62 

16.2 

All  manufacturen 

258.2 

-16 

25J 

1.  Ibui  debt  excludes  advkDces  by  VS^  Ocpvemment.  lamed  inomie  tam,  odier  acEnicd  wpeoaei^  apitalixed  leases, 
and  nunonry  loiercsa  m  consolidated  domestic  corporaaoas. 

Source:    VS.  BunriU  rf  thft  Cfmuy  (^^^uurfy  Finnnaai  RfpartfarUatu^igtnpint  ^fr^  ^***  T)»^  rotpnfmanna,  Thifd  Quancf, 

1992. 
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the volume  of  funds  raised  in  these  markets  was  slight,  on  average, 
until  picking  up  notably  in  the  fourth  quarter. 

Among  nonfinancial  corporations,  the  largest  firms,  with 
assets  of  $1  billion  or  more,  rely  directly  on  banks  for  a  relatively 
small  proportion  of  their  total  financing.   Data  for  manufacturing 
corporations  indicate,  however,  that  middle  market  and  small  companies 
obtain  more  than  40  percent  of  their  market  credit  from  banks  [Table: 
Bank  Debt  of  Manufacturing  Corporations] .   Based  on  the  latest  figures 
from  the  Quarterly  Financial  Report  for  Manufacturing  Corporations 
(QFR) .   outstanding  bank  loans  of  manufacturers  with  less  than  $5 
million  in  total  assets  edged  up  slightly  over  the  year  ending  in 
September  1992.  as  did  those  of  firms  with  assets  in  the  $5  million  to 
$25  million  range.   Bank  loans  of  large  manufacturers,  in  contrast, 
contracted  about  6  percent,  the  contraction  in  part  reflecting  efforts 
by  these  companies  to  restructure  balance  sheets.   Some  of  the 
weakness  in  bank  loans  on  the  books  of  manufacturers,  moreover,  likely 
owes  to  the  contraction  in  commercial  real  estate  loans,  which  are 
included  in  bank  loans  in  the  QFR .   Most  commercial  real  estate  loans 
are  made  to  noncorporate  business  borrowers,  however,  and  the 
contraction  of  these  loans  account  for  most  of  the  sharp  runoff  in 
loans  to  noncorporate  businesses. 

Noncorporate  Businesses 

The  noncorporate  business  sector  encompasses  the  universe  of 
partnerships  and  sole  proprietorships,  of  which  the  vast  majority  are 
small  businesses.   These  businesses  rely  primarily  on  credit  from 


3.  U.S.  Bureau  of  the  Census.  Quarterly  Financial  Report  for 
Manufacturing.  Mining,  and  Trade  Corporations.  Third  Quarter.  1992, 
Washington.  D.C. 
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depositories  and  finance  companies  and  on  trade  debt  for  external 
financing.   In  1991  and  1992,  outstanding  debt  of  noncorporate 


CREDIT  MARKET  DEBT  OF  NONCORPORATE  BUSINESSES 

(Billions  of  dollars,  ouutanding  at  period  end) 

Selected  vears 

1992: 

1975 

1980 

1985 

1990 

1991 

03 

1. 

Total 

225 

448 

899 

1204 

1180 

1144 

2. 

Mortgages 

152 

293 

663 

866 

857 

829 

3. 

Bank  loans  ' 

38 

75 

99 

126 

112 

106 

4. 

Other  loans  ^ 

35 

80 

137 

212 

211 

209 

1.  Includes  only  bank  loans  extended  without  real  estate  as  coUatenl. 

2.  Includes  loaos  from  finance  companies  and  all  other  non-mortgage  loans  that  are  not  extended  by  banks. 
Source:  Federal  Reserve  Board,  Flow  of  Funds  Accounts 


businesses  is  estimated  to  have  contracted  sharply,  primarily  because 
of  sizable  reductions  in  commercial  mortgage  loans  and  in  business 
loans  at  banks. 

New  construction  loans  (including  acquisition  loans  for 
purchasing  land,  loans  for  site  preparation,  and  construction  loans) , 
in  particular,  have  continued  to  contract,  and  lending  for  other 
commercial  real  estate  purposes  has  slowed  appreciably.   The 
underlying  weakness  in  such  lending  reflects  the  still  prevalent 
excess  supply  conditions  in  the  market  for  commercial  properties  in 
most  regions  of  the  country.   Vacancy  rates  for  office  and  industrial 
properties  are  near  all-time  highs:  although  delinquency  rates  on  real 
estate  loans  at  banks  have  turned  down  a  bit.  they  still  far  exceed 
previous  recession  highs,  and  charge-off  rates  have  continued  to  rise 
[Chart:  Delinquency  and  Charge-off  Rates:  Vacancy  Rates].   These 
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conditions,  coupled  with  institutional  concerns  about  the  quality  of 
loan  portfolios,  have  prompted  bank  and  thrift  institutions  to  reduce 
dramatically  their  holdings  of  commercial  real  estate  loans;  since  the 
end  of  1990.  the  combined  holdings  of  banks  and  thrifts  have  dropped 
about  $44  billion.   Insurance  companies,  likewise,  have  reduced  the 
share  of  real  estate  loans  in  their  portfolios. 

The  decline  in  commercial  real  estate  values  affects  not  only 
the  small  business  developers  and  firms  in  the  construction  industry 
and  related  sectors,  but  other  small  businesses  that  rely  on  their 
property  or  office  values  as  collateral  for  lending  arrangements.   A 
complaint  frequently  heard  is  that  a  bank  or  thrift  is  no  longer 
willing  to  renew  loans  secured  by  properties  even  though  the  borrower 
has  maintained  debt  service  payments.   In  such  cases,  borrowers  have 
had  to  turn  to  other  collateral  or  provide  evidence  that  the 
property's  cash  flow  could  support  the  loan. 

There  are  as  yet  no  strong  indications  that  the  turning  point 
has  been  reached  in  commercial  real  estate  markets  or  that  real  estate 
lending  will  pick  up  soon.   Periodic  surveys  conducted  by  the  Federal 
Reserve  have  asked  senior  loan  officers  at  large  commercial  banks 
around  the  country  if  their  standards  for  approving  applications  for 
acquisition,  development,  and  construction  loans  or  for  approving 
loans  to  finance  existing  commercial  properties  have  changed.   The 
last  several  of  these  surveys ,  including  the  most  recent  taken  in 
November,  have  implied  that  the  substantial  tightening  that  took  place 
over  prior  years  has  essentially  ceased,  but  that  the  stricter 
standards  have  been  maintained  [Tables:  Senior  Loan  Officer  Surveys]. 

The  weakness  in  commercial  real  estate  has  been  widespread 
among  regions  of  the  United  States,  but  most  severe  on  the  East  and 
West  Coasts  [Chart:  Commercial  Bank  Real  Estate  Loans  by  Region].   In 
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Commercial  Banks 

Change  in  Commercial  Real  Estate  Loans  by  Region 
(Includes  nonfarm  nonresidential  and  const,  and  land  dev.) 


$  Billions 


Northeast 


$  Billions 


Southeast 


i  Billions 


Midwest 


15 


10 


$  Billions 
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10 
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West 


$  Billions 
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Nev  England,  which  was  hit  early  on  by  the  crash  in  real  estate 
prices,  delinquency  and  charge-off  rates  on  commercial  real  estate 
loans  at  banks  have  come  down  from  the  elevated  levels  of  last  year 
but  remain  exceptionally  high.   The  Boston  Federal  Reserve  Bank 
reported  in  November  that  the  outlook  for  this  sector  remained  dim. 
with  office  vacancy  rates  above  20  percent  and  reports  that  many 
vacant  buildings  may  eventually  be  torn  down  because  the  renovation 
costs  necessary  to  attract  new  tenants  cannot  be  recovered  at  market 
rents.   The  retrenchment  in  California  began  much  later  than  that  in 
New  England,  and  conditions  there  deteriorated  sharply  in  1992.   In 
the  San  Francisco  District,  delinquency  rates  on  real  estate  loans 
rose  from  a  low  of  about  3.9  percent  in  mid- 1990  to  7.7  percent  in  the 
third  quarter,  and  excess  capacity  reportedly  has  been  prompting  sharp 
cuts  in  rents  and  purchase  prices  for  commercial  properties  in  many 
western  districts.   Even  in  the  midsections  of  the  country,  which 
experienced  much  less  overbuilding  and  consequently  less  severe 
adjustments,  the  commercial  markets  remain  flat. 

Outside  real  estate,  loans  by  banks  to  noncorporate 
businesses  are  estimated  to  have  contracted  through  the  first  three 
quarters  of  1992.  albeit  at  a  slower  pace  than  that  of  a  year  ago.   As 
in  with  larger  corporations,  much  of  this  weakness  in  loans  to 
noncorporate  businesses  has  appeared  to  reflect  relatively  modest 
credit  demands.   Banks,  in  surveys  during  the  year,  generally 
characterized  demands  for  business  loans  as  sluggish.   Moreover,  the 
expansion  of  credit  at  nonbank  lenders  was  relatively  flat,  providing 
little  evidence  of  a  spillover  of  demand  from  banks.   In  this  regard, 
finance  companies  provide  a  wide  range  of  credit  to  smaller 
businesses,  including  accounts -receivable,  equipment,  and  floor  plan 
financing.   Business  lending,  especially  equipment  leasing,  at  finance 
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companies  grew  rapidly  in  the  late  1980s;  by  October  1992.  the 
outstanding  level  of  business  credit  at  finance  companies  exceeded 
$300  billion,  compared  with  roughly  $450  billion  in  business  loans  at 


BUSINESS  CREDIT  GROWTH  AT  FINANCE  COMPANIES 

(Annual  growth,  October  to  October,  percent) 

1990 

1991 

1992 

Memo: 
Uvel  Ort.  1992 

(Billions  of  dollars) 

1.  Total  financing 

12.4 

2.0 

5 

302.7 

2.     Equipment 

19.9 

3.7 

43 

151.0 

3.     Motor  vehicles 

3.3 

2.7 

-1.1 

93.0 

4.     Other  business 

11.1 

-7,5 

-6.0 

58.7 

Note:  Includes  pools  of  secuhtized  assets. 
Source:  Federal  Reserve  Boartl 


domestic  banks.   Since  1990,  however,  the  expansion  in  finance  company 
business  lending  has  slowed  appreciably,  and  in  the  year  ending 
October  1992,  such  credit  expanded  less  than  1  percent  at  an  annual, 
rate- -below  the  sluggish   2  percent  pace  in  1991  and  well  below  rates 
of  10  percent  and  more  in  earlier  years.   Financing  of  equipment, 
particularly  leasing,  continued  to  grow  moderately,  but  credit  to 
finance  sales  of  commercial  vehicles  and  dealer  inventories  of  autos 
was  weak  in  line  with  the  subdued  activity  in  these  areas.   Other 
categories  of  business  lending  at  finance  companies,  including  those 
most  like  business  loans  at  banks,  dropped  appreciably. 
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SECTION  4:  BUSINESS  LENDING  BY  COMMERCIAL  BANKS 
National   and  regional   trends 

In  the  aggregate,  domestic  commercial  banks  reduced  their 
holdings  of  commercial  and  industrial  (C&I)  loans  over  the  first  three 
quarters  of  1992  about  $22  billion,  following  a  runoff  of  nearly  $50 
billion  in  1991.   The  continued  weakness  in  loan  growth  was  fairly 
widespread  among  domestic  banks.   There  were  tentative  signs  in  late 
summer  and  fall  that  business  loans  were  beginning  to  firm:  loan 
growth  rebounded  in  September,  and  the  pickup  appeared  to  be  sustained 
in  October  and  November.   Surveys  of  banks  taken  within  Federal 
Reserve  Districts  pointed  to  signs  of  stronger  demand  for  credit  late 
in  the  year. 

Commercial  and  industrial  loans  are  highly  concentrated  at 
the  largest  commercial  banks.   Of  $438  billion  in  outstanding  C&I 
loans  in  September  1992.  92  percent  were  at  banks  with  assets  of  $100 
million  or  more,  and  83  percent  were  at  banks  with  $1  billion  or  more 
in  assets  [Table:  Business  Loans  at  Commercial  Banks].   While  loans  to 
small  businesses  cannot  be  broken  out  of  the  total  C&I  loans  at 
banks. ^  it  is  reasonable  to  believe  that  a  large  part  of  the 
weakness  this  year  at  large  banks  owes  to  paydowns  of  debt  by  large 
firms.   Available  data  indicate  that  paydowns  of  merger -related  debt 
were  substantial,  and  many  corporations  Issuing  bonds  and  equity  noted 
that  the  proceeds  were  to  reduce  short-term  borrowings.   However, 
lending  to  small  firms  by  large  banks  probably  was  also  weak,  given 
the  prevailing  concerns  about  credit  quality  and  reports  of  tight 
lending  terms. 


4.  Beginning  with  the  June  1993  Call  Reports,  banks  will  be  asked 
to  classify  business  loans  by  size  of  loan  or  commitment.   These  data 
will  allow  for  approximate  identification  of  loans  to  large  and  small 
firms. 
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BUSINESS  LOANS  AT  COMMERCIAL  BANKS 

(BilUons  of  dollars) 


AMOUNTS  OUTSTANDING,  SEPTEMBER  1992               1 

Region 

All 

Asset  Size  of  Bank  (Millions)        I 

Less  than  $100 

$100  and  over 

All  U.S. 

436.9 

32.6 

404.3 

Northeast 

133.3 

1.8 

131.5 

Southeast 

71.1 

6.7 

64.4 

Midwest 

144.3 

17.4 

126.9 

Southwest 

24.6 

3.3 

21.3 

West 

63.6 

3.3 

60.3 

Memo: 

Number  of  banks 

12,002 

8,887 

3,115 

CHANGE  IN  OUTSTANDINGS 

(December  1991 

-  September  1992) 

n 

Region 

All 

Asset  Size  of  Bank  (Millions)         1 

Less  than  $100 

$100  and  over 

All  U.S. 

-21.98 

-.12 

-21.86 

Northeast 

-5.44 

-.16 

-5.28 

Southeast 

-2.79 

+.37 

-3.16 

Midwest 

-3.62 

-.09 

-3.53 

Southwest 

-.67 

-.16 

-.51 

•     West 

-9.46 

-.08 

-9.38 

Memo: 

Number  of  banks 

12,002 

8,887 

3,115 

Source:  Quarterly  Reports  of  Condition  and  Income  for  domestically  chanered  commercial  banks. 
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Outstanding  C&I  loans  at  banks  with  assets  of  less  than  $100 
million  were  little  changed  on  balance  in  1991  and  1992.  in  contrast 
to  the  sizable  declines  at  the  larger  banks.   Despite  the  relatively 
small  size  of  their  business  loan  portfolios,  these  smaller  regional 
banks  are  important  lenders  to  businesses  in  their  communities.   In 
commenting  upon  proposed  Call  Report  changes,  many  of  these  banks 
indicated  that  virtually  all  their  business  loans  were  to  small 
businesses. 

On  a  regional  basis,  the  pattern  of  business  lending  over  the 
course  of  the  recovery  has  varied  considerably  [Chart:  Commercial  Bank 
C&I  Loans  by  Region] .   Banks  in  the  Southwest  have  reduced  their 
outstanding  C&I  loans  for  a  number  of  years,  but  the  contraction 
appears  to  have  about  run  its  course,  with  only  a  slight  decline  thus 
far  in  1992.   In  contrast,  business  loans  at  banks  in  the  West 
continued  to  rise  through  1990  but  turned  down  sharply  in  1991  and 
contracted  further  this  year.   Banks  in  the  midregions  of  the  country, 
which  generally  experienced  less  dramatic  ups  and  downs  in  the  recent 
business  cycle,  also  registered  significant  declines  in  business 
lending  in  1991 .  but  the  runoffs  appear  to  have  lessened  in  the  first 
three  quarters  of  1992. 


5 .  Many  bankers  also  pointed  out  that  credit  support  for  very  small 
businesses  frequently  is  not  included  in  business  loans  but  rather  may 
take  the  form  of  personal  lines  of  credit  or  personal  mortgage  debt. 
In  its  1991  small  business  banking  survey,  the  Community  Bankers 
Association  (CBA)  asked  financial  institutions  how  they  identified 
loan  operations  support  for  small  businesses.   The  responses  indicated 
that  a  third  are  likely  to  use  their  installment  loan  or  real  estate 
loan  systems.   The  CBA  study  highlighted  an  emerging  trend  for  banks 
to  place  the  small  business  banking  operation  in  their  retail 
division,  which  the  CBA  attributed  to  a  view  that  "small  business 
needs  [are]  more  similar  to  consumer  needs  than  to  commercial  needs, 
and  best  served  through  the  branch  system."   See  Fritz  Elmendorf  and 
Karin  M.  Chura.  1992  Small  Business  Study  (An  Analysis  of  the 
September  1991  Survey) .  Consumer  Bankers  Association.  Arlington.  Va . 
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Change  in  C&l  Loans  by  Region 
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The  contraction  in  business  credit  in  1992  continues  a 
downtrend  that  began  in  1990.  Much  attention  has  focused  on  supply- 
side  factors  that  may  have  caused  banks  to  take  a  more  cautious 
approach  to  lending.   The  imposition  of  stricter  capital  requirements 
when  declining  real  estate  prices  threatened  the  value  of  loan 
portfolios  and  severely  eroded  capital  positions  was  no  doubt  a  factor 
in  this  process.   More  generally,  bank  managers,  concerned  about  the 
health  of  their  institutions  and  the  potential  scrutiny  from 
supervisory  authorities,  sharply  tightened  their  lending  policies. 

To  the  extent  that  concerns  about  capital  and  loan  quality 
have  placed  unusual  constraints  on  bank  lending,  there  are  a  number  of 
signs  that  these  pressures  are  easing.   The  combination  of  banks' 
cost -cutting  efforts,  a  notable  widening  of  interest  margins,  higher 
fee  income  and  capital  gains  on  investment  portfolios  have  boosted 
profitability  in  the  banking  industry.   The  improvements  have 
strengthened  bank  stock  prices  and  allowed  many  institutions  to  build 
capital  through  retained  earnings  and  new  stock  issuance.   In  1992. 
the  SO  largest  bank  holding  companies  increased  their  equity  by  over 
$23  billion.  The  equity  capital  ratio  for  the  industry  as  a  whole  is 
near  7-1/4  percent,  the  highest  In  23  years.   The  share  of  bank  loans 
at  institutions  that  would  be  characterized  as  undercapitalized  by 
statutory  definitions  has  declined  steadily  to  less  than  2  percent  in 
September  1992  [Chart:  Bank  Loans  by  Capital  Status].  Moreover,  the 
majority  of  loans  are  at  banks  that  are  capitalized  well  above  the 
minimum  standards. 

Tacms  »nd  availability  for  small  busiaassas 

As  noted  earlier,  the  volume  of  lending  by  large  banks  to 
snail  businesses  will  not  be  known  until  the  June  1993  Call  Report 
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dara  become  available.   However,  data  from  Federal  Reserve  surveys  as 
well  as  reports  from  small  business  groups  and  bankers  suggest  that 
banks  have  maintained  stringent  lending  policies  and  terms  that  no 
doubt  have  denied  or  deterred  some  borrowers.  At  the  same  time,  bank 
surveys  and  surveys  of  small  businesses  consistently  indicate  that  the 
demand  for  loans  by  small  businesses  also  has  not  been  strong  and  that 
credit  has  been  available  for  creditworthy  firms.   Recent  surveys  also 
provide  preliminary  signs  that  credit  conditions,  if  not  easing,  are 
no  longer  firming. 

Since  May  1990.  the  Federal  Reserve  has  asked  60  large  banks 
around  the  country  that  participate  in  its  Senior  Loan  Officer  Opinion 
Survey  to  comment  on  changes  in  their  lending  standards  and  terms  for 
different  types  of  loans.   With  regard  to  business  loans,  the  banks 
were  asked  to  differentiate  between  loans  to  large,  middle-sized,  and 
small  businesses.   The  responses  to  the  surveys  taken  in  1990  and 
early  1991  indicated  that  a  substantial  percentage  of  the  banks  were 
continuing  to  tighten  the  standards  they  set  for  qualified  business 
borrowers.   The  most  frequently  cited  reason  for  tightening  were 
concerns  about  the  outlook  for  the  economy  or  specific  industries,  but 
concerns  about  capital  positions  and  regulatory  pressures  also  were 
noted.   In  surveys  taken  in  May.  August  and  November  of  1992.  most 
domestic  banks  reported  unchanged  standards  for  approving  loans,  and  a 
small  minority  reported  they  had  eased  standards  somewhat  for  small 
borrowers.   The  few  banks  that  reported  some  easing  attributed  this 
primarily  to  improvements  in  the  quality  of  their  asset  portfolios  and 
capital  position. 
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The  surveyed  banks  also  were  asked  about  five  key  terms  of 
lending:  (1)  maximun  size  of  credit  lines:  (2)  costs  of  credit  lines: 
(3)  spreads  of  loan  rates  over  base  rates:  (4)  loan  covenants:  and  (5) 
collateral  requirements.   For  several  of  these  categories,  a  small 
percent  of  banks  continued  to  tighten  in  1992.   There  were  no 
substantial  differences  in  the  responses  by  size  of  borrower,  although 
there  appeared  to  be  less  tightening  for  small  than  for  large 
businesses . 

The  recent  responses  on  lending  standards  may  be  more 
positive  than  would  be  suggested  by  a  literal  reading  of  the  "no 
change"  answers.   Similar  surveys  taken  over  past  business  cycles  have 
revealed  a  strong  reluctance  on  the  part  of  bank  lending  officers  to 
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state  that  their  lending  standards  have  eased,  even  during  periods 
when  loan  growth  was  picking  up.    Thus,  for  example,  an  index  of 
"net  tightening  of  standards."  measured  as  the  difference  between  the 
percentage  of  firms  that  reported  tightening  and  the  percentage  that 
reported  easing  standards  for  business  loans,  virtually  never  dropped 
below  zero  over  entire  business  cycles.   The  most  recent  readings  of 
the  survey  data  are  consistent  with  those  in  previous  recoveries  when 
both  the  demand  and  the  supply  of  bank  credit  likely  were  increasing. 
While  the  trend  toward  tightening  evidently  has  ended,  other 
surveys  provide  evidence  that  lending  terms  for  smaller  business 
borrowers  remained  stringent  most  of  the  year,  despite  the  appreciable 
easing  in  market  interest  rates.   The  decline  in  market  Interest  rates 
in  1992  lowered  the  costs  of  loanable  funds  to  banks  and  prompted 
banks  in  turn  to  lower  the  prime  rate:  in  December,  the  prime  rate 
stood  at  6.0  percent,  about  a  percentage  point  below  its  year-earlier 
level.   Nonetheless,  the  adjustment  in  bank  lending  rates  did  not 
close  the  wide  margin  between  the  prime  rate  and  banks'  costs  of 
funds:  in  particular,  the  prime  has  remained  around  275  basis  points 
above  the  federal  funds  rate  since  1990.  well  above  the  175  point 
spread  of  the  1985-90  period  [Charts:  Yield  Spreads]. 

Banks  frequently  price  loans  to  small  businesses  at  a  spread 
above  the  prevailing  prime  rate.   The  Federal  Reserve's  quarterly 
Survey  of  Terms  of  Bank  Lending  (STBL)  collects  data  on  loans  made  by 
a  sample  of  about  340  domestic  commercial  banks  that  shed  light  on  the 
spread  for  smaller  firms.   These  survey  data  Indicat*  that  rates  on 
loans  of  under  $100,000  and  not  made  under  commitments  averaged  around 


6.  For  a  discussion  of  the  potential  bias  in  this  survey,  see: 
Schreft .  Stacey  L.  and  Raymond  E.  Owens.  "Survey  Evidence  of  Tighter 
Credit  Conditions:   What  Does  It  Mean?"   Federal  Reserve  Bank  of 
Richmond.  Economic  Review,  vol.  77.  no.  2  (March/April  1991).  pp.  29- 
34. 
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170  basis  points  over  prime  this  year:  most  such  loans  would  be  made 
to  small  businesses.   Larger  businesses  borrowed  at  much  narrower 
spreads:  for  example,  rates  on  new  prime -based  loans  made  under 
commitments  of  $1  million  or  more  averaged  about  60  basis  points  over 
prime  in  1992,  with  spreads  dipping  below  40  points  for  loans  under 
commitments  of  $20  million  or  more.   The  still  wide  spread  between 
bank  loan  rates  and  market  rates  reinforces  survey  evidence  that  banks 
were  not  aggressively  easing  lending  terms. 

Surveys  conducted  by  the  National  Federation  of  Independent 
Businesses  (NFIB)  of  its  membership  confirm  the  persistent  firmness  in 
bank  loan  markets,  but  also  suggest  that  loan  demand  has  not  been 
strong.    Of  2,200  businesses  responding  to  the  NFIB's  October  1992 
survey,  only  one-third  identified  themselves  as  regular  borrowers,  a 
record  low  level  for  the  survey  [Chart:  NFIB  Loan  Availability]. 
Among  the  regular  borrowers,  about  a  quarter  reported  that  loans  were 
harder  to  obtain  than  in  the  previous  three  months  and  the  same 
percentage  expected  it  to  be  harder  in  the  months  ahead.   Only  a  small 
number  of  respondents  anticipated  that  credit  would  become  easier  to 
obtain  in  the  near-term.   The  average  interest  rate  paid  by  regular 
borrowers  reporting  on  the  survey  declined  from  about  10.5  percent  in 
1991 :Q3  to  8.8  percent  in  October:  approximately  a  quarter  of  the 
October  borrowers  noted  that  they  were  paying  prime  plus  1  percent  and 
slightly  less  than  a  quarter  were  paying  prime  plus  2  or  3  percent. 
By  deduction,  the  remaining  50  percent  may  not  have  had  prime-based 
loans  but  likely  were  paying  more  than  two  points  over  prime  given  the 
prevailing  prime  rate  of  6.0  percent  and  the  average  rate  of  8.8 
percent  reported  on  the  survey. 


7.  William  C.  Dunkelberg.  "October,  1992  Quarterly  Economic 
Survey."  National  Federation  of  Independent  Business.   Also  quarterly 
surveys  in  January,  April,  and  July  1992. 
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Most  of  the  respondents  to  the  NFIB's  surveys  taken  in  1992 
have  not  been  overly  concerned  about  credit  availability.   Financing 
difficulties  were  well  down  on  the  list  of  "most  important  problem" 
cited  by  the  businesses,  whereas  taxes,  regulation,  and  weak  demand 
received  high  billing.   Many  of  the  firms  apparently  were  not 
anticipating  borrowing  for  expansion  until  economic  activity 
strengthened.   In  contrast  to  1992.  surveys  taken  during  the  early 
1980s  showed  credit  availability  to  be  the  number  one  problem:  the 
percentages  reporting  in  the  early  1980s  that  credit  was  harder  to 
obtain  were  much  higher  than  in  the  1990s. 

Another  private  sector  survey,  sponsored  by  Arthur  Andersen's 
Enterprise  Group  and  National  Small  Business  United,  provided  more 

s 

detailed  responses  to  questions  about  credit  availability.   Roughly 
634  small  and  medium-sized  businesses  responded  to  questionnaires 
mailed  out  to  6.000  firms  in  late  June  1992.   About  half  of  the 
respondents  had  applied  for  loans  in  the  preceding  year,  and.  of 
those,  three- fourths  had  been  approved.   A  significant  number  of  those 
applying  for  loans  reportedly  had  encountered  more  difficulty  in 
meeting  qualifying  standards,  and  about  a  third  indicated  that  their 
banks  were  less  willing  to  lend,  a  situation  that  some  attributed  to 
tighter  bank  regulations.   The  relatively  low  percentage  of 
respondents  that  applied  for  loans  probably  is  indicative  of  slack 
loan  demand,  although  some  potential  borrowers  may  have  chosen  not  to 
apply  in  expectation  that  they  would  not  meet  requirements. 

Taken  together,  the  surveys  paint  a  consistent  picture. 
Banks  reported  weak  loan  demand  during  the  year  and  a  willingness  to 


8.  See  Arthur  Andersen's  Enterprise  Group  and  National  Small 
Business  United.  "Survey  Results  of  Small  and  Middle  Market 
Businesses,  Attitudes,  Issues  and  Outlook."  Baseline  Study,  July 
1992. 
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lend  to  creditworthy  borrowers,  but  standards  for  judging 
creditworthiness  were  high.   Most  businesses  were  more  interested  in 
reducing  debt  burdens  than  in  increasing  them.   At  the  same  time, 
however,  businesses  that  needed  credit  no  doubt  faced  a  difficult 
screening  process  and  strict  credit  terms.   There  were  numerous 
anecdotal  reports  during  1992  of  small  businesses  that  were  unable  to 
obtain  loans  or  that  had  credit  lines  withdrawn  as  banks  pulled  back 
in  response  to  supervisory  pressures  or  concerns  about  collateral 
values.   Many  businesses  with  outstanding  loans  were  asked  to  provide 
additional  guarantees  or  collateral.   Some  business  borrowers  also  had 
their  established  credit  relationships  disrupted  when  banks  were 
closed  or  consolidated. 

Minority  business  programs 

Data  on  credit  flows  to  minority  businesses  are  not  readily 

9 

available  from  banks  or  other  lenders.    However,  the  Federal 

Reserve  included  a  new  set  of  questions  in  its  November  1992  Senior 
Loan  Officer  Opinion  Survey  of  Bank  Lending  Practices  that  asked  for 
information  on  banks'  minority -owned  lending  programs.   The  results  of 
this  survey  indicated  that  special  programs  targeted  to  minority -owned 
small  businesses  are  quite  widespread  among  the  banks.   Seventy 
percent  of  the  domestic  commercial  b^nks  in  the  survey  panel  reported 
having  such  a  program,  and  another  7  percent  said  that  their  bank  will 
implement  one  within  a  year.   Roughly  half  of  these  programs  had  been 
in  existence  for  more  than  four  years. 


9.  It  is  anticipated  that  the  national  survey  of  small  business 
finance  that  the  Federal  Reserve  intends  to  implement  in  the  coming 
year  will  provide  more  information  on  the  availability  for  and  the  use 
of  credit  by  minority- owned  small  businesses,  as  well  as  other  small 
businesses. 
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When  asked  how  these  programs  differed  from  other  business 
arrangements,  banks  indicated  that  the  programs  provided  more  flexible 
lending  terms  and  standards  applied  to  the  borrowers  and  more  in  the 
way  of  support  services.   In  addition,  the  programs  were  marketed  more 
aggressively  through  such  means  as  officer  call  programs  and  the 
targeting  of  small  and  minority  business  groups. 

With  regard  to  the  quality  of  the  loans  being  made,  more  than 
half  the  respondents  reported  that  default  rates  were  similar  to  those 
on  other  business  loans,  while  a  third  reported  "somewhat  higher" 
default  rates.   Two  lenders,  in  contrast,  observed  "lower"  default 
rates  on  loans  made  under  their  program.   Most  of  these  loans  are  not 
part  of  Small  Business  Administration  (SBA)  programs- -among 
respondents,  less  than  a  quarter  of  the  loans  were  backed  by  the  SBA. 

The  respondents  indicated  that  growth  in  these  loans  had  been 
relatively  strong  in  1992  but  also  estimated  that  such  loans  were  less 
than  5  percent  of  total  outstanding  loans  at  the  bank.   Growth  in  the 
program  was  attributed,  in  part,  to  marketing  efforts  by  the  banks, 
and  almost  half  the  respondents  noted  that  demand  for  loans  under  the 
program  strengthened  over  the  past  year. 

The  results  of  this  survey  are  consistent  with  those  reported 
by  the  Consumers  Bankers  Association  in  its  1992  Small  Business  Study. 
Fifty-one  percent  of  the  respondents  to  the  CBA  survey  sponsored  small 
business  loan  programs  directed  specifically  to  community 
reinvestment.    About  two -thirds  of  these  programs  reportedly 
targeted  minority- owned  small  businesses.  51  percent  targeted  women- 
owned  businesses,  and  21  percent  targeted  start-up  small  businesses. 
Over  half  the  respondents  to  the  CBA  survey  had  designated  staff  for 


10.  See  Elmendorf  and  Chura .  1992  Small  Business  Study,  page  19. 
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these  programs  and  were  actively  marketing  them  in  selected 
neighborhoods. 

SBA  and  other  programs  for  small   businesses 

The  Small  Business  Administration  in  1992  began  a  pilot  loan 
program  targeted  for  minorities  that  is  designed  to  provide  very  small 
loans  ($25,000  or  less)  to  small  minority-  and  women-owned  businesses. 
Approximately  $12.5  million  of  loans  were  extended  under  this  program 
in  fiscal  year  1992.  and  $80  million  are  expected  to  be  extended  in 
the  next  fiscal  year.   In  addition,  minority -owned  small  businesses 
received  roughly  14  percent  of  the  $5.5  billion  in  new  loans 
guaranteed  in  1992  under  the  SBA's  7(a)  business  loan  program. 

The  7(a)  business  loan  program  is  the  SBA's  largest  program 
for  providing  credit  to  small  businesses.   In  September  1992,  the 
portfolio  of  7(a)  loans  included  more  than  100.000  loans  valued  at 
$13.4  billion,  of  which  $12.7  billion  were  guaranteed  loans  and  the 
remainder  were  direct  loans.     The  loans  guaranteed  under  7(a)  In 
1992  were  35  percent  higher  than  in  the  previous  year.   Although  the 
Congress  in  1992  made  provisions  to  expand  SBA's  loan  guarantee 
limits,  they  have  not  appropriated  funding  for  additional  lending 
programs . 

SBA  guaranteed  loans  are  made  and  disbursed  by  private 
lenders;  currently,  about  678  commercial  banks  are  certified  lenders 
for  these  programs,  and  154  banks  are  preferred  lenders  that  have 
authority  to  make  SBA- guaranteed  loans  without  prior  approval  by  the 
agency.   Many  banks  have  joined  with  local  community  groups  to  take 


11.  Under  the  general  business  loan  program,  the  SBA  can  make  three 
types  of  loan:  guaranteed,  direct,  and  immediate  participation  loans. 
The  SBA  has  not  made  any  direct  or  immediate  participation  general 
business  loans  since  1985,  although  it  continues  to  make  direct  loans 
through  some  of  its  specialized  minority  loan  programs. 


816 


-27- 


advantage  of  SBA  and  other  government  programs  and  channel  funds  to 
small  business.   An  example  of  such  a  joint  effort  is  the  Greater 
Spokane  Business  Development  Association,  a  consortiiom  of  28  lending 
institutions,  community  associations,  government  and  business 
organizations  in  Washington  state,  and  a  certified  lender  of  the  SBA. 
In  1991.  the  Spokane  Association  began  a  small  business  loan  program 
to  make  loans  (typically  from  $5,000  to  $50,000)  which  might  be  too 
small  to  be  made  profitably  through  conventional  credit  sources. 
Between  June  1991  and  June  1992.  the  fund  made  31  loans  totaling  more 
than  a  $1  million.   A  nximber  of  programs  similar  to  that  in  Spokane 
are  operating  around  the  country. 

The  SBA  also  has  set  up  a  microloan  program  that  operates 
outside  of  the  banks.   Under  this  program.  10-year  loans  of  up  to 
$750,000  will  be  made  directly  to  35  local  nonprofit  organizations 
throughout  the  country.   These  organizations,  in  turn,  will  make  small 
loans  to  entrepreneurs  trying  to  establish  or  strengthen  their 
business.   The  average  size  of  such  loans  is  expected  to  be  less  than 
$10,000.   The  Congress  has  provided  $15  million  for  the  microloan 
program  in  fiscal  year  1992. 

In  addition  to  SBA  programs,  many  banks  have  established 
special  lending  programs  in  conjunction  with  local  governments  that 
are  targeted  for  small  businesses  in  low-  and  moderate  income  areas. 
Currently.  60  bank  holding  companies  and  more  than  475  national  banks 
have  been  authorized  to  invest  in  bank- related  community  development 
corporations  or  low-income  housing  limited  partnerships  and  equity 
pools  designed  to  help  finance  low-income  housing,  small  and  minority 
businesses,  and  other  community  projects.   The  growing  volume  of 
multibank  lending  associations  that  focus  on  small  businesses 
indicates  greater  awareness  of  the  importance  and  needs  of  this  sector 


817 


■28- 


of  the  economy.   However,  there  are  no  aggregate  data  that  provide  a 
measure  of  the  total  funding  flows  to  small  businesses  from  these 
types  of  initiatives. 

SECTION  S:  CREDIT  AVAILABILITY  FOR  SMALL  FARMS 

Farms  compose  a  class  of  small  businesses  that  historically 
has  been  analyzed  separately  from  other  small  businesses.   The 
separate  treatment  arises  from  distinctive  features  of  the  credit 
needs,  financial  structure,  and  revenue  streams  of  farmers.   Relative 
to  nonfarm  businesses,  most  farming  operations  are  quite  small- - 
according  to  USDA  estimates,  the  overwhelming  majority  of  farms  had 
sales  of  less  than  $50,000  in  1990.   Also,  farmers  typically  have 
relied  heavily  on  internal  funds  for  investment  and  thus  have  tended 
to  be  relatively  conservative  in  taking  on  debt:  according  to  the  most 
recent  USDA  estimates,  a  bit  more  than  half  of  all  farmers  have  no 
debt  at  all.  and  the  sector's  ratio  of  debt  to  assets  is  about  16 
percent.   Nonetheless,  some  credit  needs  do  arise.   Farm  sales 
(especially  for  crops)  do  not  occur  smoothly  through  the  year  and 
•very  season  requires  a  substantial  devotion  of  labor  and  other  inputs 
well  in  advance  of  any  return.   In  addition,  farmers  are  much  more 
affected  by  the  vagaries  of  the  weather  and  of  prices  than  are  other 
small  businesses. 

Sourcts  of  faro  credit 

Reflecting  the  special  financing  needs  of  agriculture, 
earlier  in  this  century  two  governaent- sponsored  financial 
institutions  were  created  to  lend  to  farmers:  the  Fara  Credit  System 
(FCS)  and  the  Farmers  Home  Administration  (FaHA) .  Both  of  these 
agencies  are  active  in  providing  shorter-term  production  loans  as  well 
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as  longer-term  mortgages  to  farmers.   In  addition,  commercial  banks, 
insurance  companies,  and  merchants  and  dealers  supply  a  substantial 
amount  of  credit  to  farmers.   Given  the  variety  of  institutions  that 
supply  agricultural  credit,  one  might  expect  farmers  to  find  credit 
readily  available.   The  FmRA.  often  termed  the  farm  sector's  lender  of 
last  resort,  is  allowed  to  lend  only  to  those  farmers  who  have  been 
refused  a  loan  elsewhere.   Moreover,  the  FCS .  because  of  the  perceived 
government  guarantee  of  its  performance,  generally  can  obtain  capital 
from  the  money  markets  at  rates  only  a  few  basis  points  above  Treasury 
rates,  providing  farmers  access  to  funds  at  relatively  low  rates. 
Indeed,  a  recent  GAO  report  found  that  credit  currently  is  in  ample 
supply  for  creditworthy  farmers.   The  report  also  noted,  however,  that 
credit  may  not  be  readily  available  for  farmers  in  certain  enterprises 
believed  to  be  of  high  risk  (for  example,  young  farmers  or  new  types 

of  agriculture) ,  although  special  institutional  arrangements  are  being 

I  2 

devised  in  some  states  to  address  these  situations. 

After  falling  by  roughly  one -fourth  in  the  aftermath  of  the 
farm  financial  problems  of  the  early  1980s,  the  total  volume  of  farm 
debt  has  remained  about  flat  during  the  past  five  years  [Chart: 
Outstanding  Farm  Debt].   Nevertheless,  the  volume  of  debt  outstanding 
at  insured  commercial  banks  has  increased  steadily,  at  roughly  an 
annual  rate  of  5  percent  since  1988.   The  gains  for  banks  mainly  have 
come  at  the  expense  of  the  FCS  and  the  FmHA.   Both  agencies  found 
themselves  saddled  with  substantial  amounts  of  poor-quality  debt  when 
farm  financial  conditions  deteriorated  in  the  early  1980s,  and  a  large 
part  of  the  decline  in  their  portfolios  reflects  their  resolution  of 
this  troubled  debt.   Life  insurance  companies  maintained  a  significant 


12.  U.S.  General  Accounting  Office.  Rural  Credit.  Availability  of 
Credit  for  Agriculture.  Rural  Development  and  Infrastructure. 
GAO/RCED-93-27.  Nov  25.  1992.  Washington  D.C. 
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amount  of  farm  mortgage  loans  in  their  investment  portfolios 
throughout  the  financial  adjustments  of  the  1980s.   A  category  of  farm 
lending  that  analysts  usually  term  "individuals  and  others."  which 
includes  land  sold  under  contract,  merchant  and  dealer  credit,  and  the 
like,  traditionally  has  been  a  significant  source  of  farm  credit. 

To  assess  the  availability  of  credit  to  farmers,  it  is 
necessary  to  examine  the  general  agricultural  lending  environment  that 
has  faced  farm  borrowers  and  lenders  for  the  past  several  years.   It 
is  quite  likely  that  both  the  demand  and  supply  of  agricultural  credit 
have  been  affected  by  the  poor  financial  performance  of  the  farm 
sector  in  the  first  half  of  the  1980s.   Some  evidence  regarding  the 
demand  for  agricultural  loans,  which  may  have  shrunk  considerably  for 
those  farmers  who  survived  the  farm  financial  problems  of  the  early 
1980s,  is  presented  below.   The  difficulties  of  farm  borrowers  were 
mirrored  in  the  performance  of  agricultural  lenders.   Almost  300 
agricultural  banks --those  banks  whose  share  of  farm  loans  in  their 
portfolios  is  greater  than  the  average  share- -failed  in  the  1980s. 
Many  banks  that  survived  experienced  poor  performance  in  their 
portfolio  of  farm  loans,  and  these  banks  may  have  become  less  inclined 
to  make  agricultural  loans  than  they  were  in  the  1970s,  when  the 
agricultural  sector  seemed  to  many  to  be  entering  a  new  era  of 
prosperity. 

Farm   returns  and   the  demand   for   credit 

In  a  recent  study  of  its  1990  Farm  Costs  and  Return  Survey, 
the  USDA  compared,  across  farms  of  different  sizes,  the  actual  ratio 
of  debt  to  assets  with  the  ratio  of  capacity  to  debt- -a  measure  of  the 
amount  of  debt  relative  to  assets  that  farms  of  a  comparable  size 
could  reasonably  be  expected  to  service,  given  current  farm  returns 
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and  prevailing  rates  of  interest.   On  average,  fanners  with  annual 
sales  of  less  than  $40,000  generally  have  more  debt  than  they  can 
service  with  farm  earnings  alone  [Chart:  Debt -Asset  Ratio].   These 
farmers  make  up  the  shortfall  with  off -farm  earnings,  which  usually 
are  quite  substantial  for  smaller  farmers.   In  contrast,  larger 
farmers  (often  termed  "commercial  farms"  by  analysts  because  they  earn 
most  of  their  total  income  from  the  farm  and  because  they  produce  most 
of  total  agricultural  output),  although  squeezed  in  the  mid-1980s, 
generally  produce  income  that  is  sufficient  to  meet  their  debt 
obligations.   When  farm  incomes  rebounded  in  the  mid-1980s,  commercial 
farmers  became  more  able  to  service  the  amount  of  debt  that  they  held. 

Nonetheless,   commercial  farmers  have  seemed  reluctant  to 
take  on  new  debt,  despite  four  or  five  years  of  relatively  profitable 
farming  operations.   The  ratio  of  debt  to  assets  for  these  businesses 
dipped  to  its  lowest  levels  in  20  years  in  the  late  1980s,  and  has 
remained  about  flat  since  then. 

Other  indicators  suggest  that  farmers  have  been  reluctant  to 
invest  using  debt.   In  particular,  despite  apparently  high  rates  of 
return,  farmers  have  not  bid  up  land  values  in  any  appreciable  way. 
For  example,  the  ratio  of  rent  to  land  value  in  Kansas  and  Iowa,  two 
major  farm  states  for  which  the  USOA  has  long  kept  records,  has  been 
quite  high  for  the  past  several  years.   Iowa's  main  crops  are  corn  and 
soybeans,  while  Kansas  is  a  major  producer  of  winter  wheat.   The  ratio 
of  cash  rents  to  land  values  for  an  acre  of  farmland  is  a  measure  of 
the  rate  of  return  for  these  types  of  production.   The  cash  rent  is 
the  payment  that  gains  control  of  the  acre,  and  as  a  result,  it 
reflects  producers'  expectations  of  the  likely  return  for  the  next 
year.   The  rate  of  return  in  both  states  dipped  sharply  in  the  late 
1970s  and  early  1980s- -as  land  prices  soared- -but  has  since  rebounded 


822 


Debt-to-Asset  Ratio  by  Size  of  Farm 


FARMS  WITH  SALES  GREATER  THAN  $40,000 


Raiio 


100 


K^—y 


80 


Debt  capacity  ratio 


^.  ^' ' 


60 


40 


1 I I I I I I I I I I  20 


1970         1972         1974         1976        1976         1980         1982         1984         1986         1988         1990         1992 
FARMS  WITH  SALES  LESS  THAN  $40,000 


Ratio 


20 


IS 


10 


/    N 


Debt  capacity  ratio 


--^./    \ 


^/ 


^-\ 


.-- -v  / 


V 


J I t I I I I L 


J L 


J I I L. 


1970    1972    1974    1976    1978    1980    1982    1SS4    1986    1988    1990    1992 
Sourca:USDA.  Dati«or1M2-Q3«*tomeass. 


I 


823 


•32- 


to  a  rate  that  is  roughly  in  line  with  its  historical  average  [Chart: 
The  Farm  Balance  Sheet] .  The  prevailing  rate  of  return  on  farm  land 
now  is  competitive  with  returns  earned  on  other  investments. 

Nor  have  farmers  taken  on  new  debt  to  finance  expansion. 
Inflation-adjusted  farm  real  estate  debt  has  fallen  rapidly,  and  other 
farm  debt  also  has  remained  low.  reflecting  farmers'  apparent 
reluctance  to  expand  debt -financed  purchases  of  inputs.   Investment  in 
farm  equipment  also  has  been  sluggish  despite  relatively  good  farm 
returns  and  the  increasing  age  of  the  farm  capital  stock.   In  the 
past,  farmers  often  used  debt  to  purchase  such  durable  equipment. 

Indicators  of  The  supply  of  agricultural   credit 

Reserve  Bank  Surveys.   Several  Federal  Reserve  Banks  conduct 
quarterly  surveys  of  farm  credit  conditions  at  commercial  banks.   The 
size  of  the  surveys  varies  considerably- -ranging  from  about  400  banks 
in  the  Chicago  and  Kansas  City  districts  to  about  30  banks  in  the 
Richmond  district.   The  wording  of  questions  also  often  differs 
slightly  among  surveys.   Nevertheless,  many  of  the  questions  related 
to  the  availability  of  agricultural  credit  are  similar,  and  they  shed 
light  on  differences  among  the  regions. 

Several  of  the  surveys  ask  bankers  about  changes  in  their 
collateral  requirements.   Banks  in  all  districts  that  pose  this 
question  reported  tightening  collateral  requirements  considerably  in 
the  mid-1980s:  however,  toward  the  end  of  that  decade,  the  proportion 
of  banks  requiring  more  collateral  for  loans  had  fallen  to  around 
levels  that  prevailed  before  the  farm  difficulties  became  apparent 
[Chart:  Collateral].   These  data  must  be  read  with  caution  because 
roughly  20  percent  of  respondents  tend  to  report  ever-increasing 
collateral  requirements,  likely  reflecting  the  reluctance  of  many 
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bankers  to  report  looser  credit  standards  to  a  bank  regulator. 
Nevertheless,  for  the  past  few  years,  the  rates  reported  have  been  at 
the  low  end  of  the  range  recorded  since  the  data  were  first  collected 
in  the  mid- 1970s- -a  situation  that  does  not  suggest  a  lessening  in  the 
availability  of  credit. 

Another  indicator  of  the  willingness  of  banks  to  lend  to 
farmers  is  the  proportion  that  referred  a  loan  to  a  nonbank  credit 
agency  such  as  the  FmHA  [Chart:  Referrals].   By  1988,  banks  in  the 
Federal  Reserve  districts  that  report  this  statistic  seem  to  have 
become  less  likely  to  send  potential  customers  to  alternative 
institutional  sources  of  agricultural  credit.   Along  with  other 
indicators,  this  apparent  drop  in  referrals  seems  inconsistent  with 
the  notion  that  credit  supplies  may  still  be  tightening  at  commercial 
banks . 

Survey  of  Terms  of  Bank  Lending  to  Farmers.   During  the  first 
full  week  of  the  second  month  of  each  quarter,  the  Federal  Reserve 
System  conducts  a  survey  of  farm  loans  of  $1,000  or  more  that  were 
made  by  commercial  banks.   The  data  collected  include  a  number  of 
price  and  nonprice  terms  and  the  amount  of  each  loan.   While  the  data 
include  no  information  regarding  the  financial  condition  of  the 
borrower- -information  that  might  help  in  the  assessment  of  the 
tightness  of  credit--some  general  observations  may  be  drawn. 

Since  farmers  first  began  whittling  away  debt  in  the  early 
1980s,  rates  of  interest  on  farm  production  loans,  as  estimated  from 
data  in  the  survey,  have  fallen  by  more  than  10  percentage  points 
(Chart:  Agricultural  Interest  Rates].   The  reductions  occurred  for 
both  larger  farm  loans  and  smaller  loans.   Despite  the  general  decline 
in  agricultural  interest  rates,  spreads  relative  to  Treasury  rates 
have  remained  around  4  percent  for  larger  agricultural  loans  while 
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spreads  have  widened  somewhat  in  recent  years  for  smaller  loans.   The 
larger  spreads  for  smaller  loans  seem  characteristic  of  periods  of 
declining  interest  rates- -the  same  tendency  for  rates  on  smaller  loans 
to  decline  more  slowly  than  those  on  larger  loans  occurred  in  1982  and 
again  in  1984-1987.   Indicators  of  the  nonprice  terms  of  the  loans, 
such  as  the  proportion  of  loans  that  are  secured  have  changed  little, 
on  balance,  in  recent  years. 

Measures  of  Bank  Liquidity.   The  ratio  of  loans  to  deposits 
is  a  traditional  measure  of  the  ability  of  banks  to  supply  funds.   The 
lower  the  ratio,  the  more  capacity  a  bank  has  for  expanding  loans. 
Data  derived  from  the  mid-year  report  of  condition  for  agricultural 
banks,  indicate  that,  across  the  United  States,  loan-deposit  ratios 
have  risen  only  moderately  in  recent  years  after  declining  sharply 
through  most  of  the  1980s  [Table:  Loan-Deposit  Ratios].   In  the  past 
few  quarters,  ratios  turned  up  in  both  the  Kansas  City  and  Chicago 
districts,  which  span  much  of  the  Midwest,  while  edging  down  in  the 
Dallas  district,  another  major  agricultural  area.   On  average,  the 
ratios  for  farm  banks  remain  well  below  the  cyclical  peak  seen  near 
the  end  of  the  1970s. 

Summary 

Although  one  cannot  determine  with  certainty  whether  the 
current  low  level  of  farm  debt  relative  to  farm  asset  values  and 
returns  is  a  reflection  more  of  the  supply  or  of  the  demand  for  farm 
loans,  the  available  evidence  suggests  that  the  reduction  in  farm  debt 
outstanding  largely  reflects,  a  shift  in  the  level  of  debt  that 
farmers  feel  comfortable  in  carrying.   Rates  of  return  to  farming 
appear  to  have  recovered  to  levels  that  are  at  least  as  favorable  as 
those  before  the  financial  problems  of  the  1980s,  and  these  rates  of 
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return  are  quite  competitive  with  those  afforded  by  other  assets. 
Nevertheless,  farmers  seem  reluctant  to  leverage  their  enterprises. 
Perhaps,  just  as  in  the  aftermath  of  the  major  farm  financial 
readjustment  that  began  in  the  early  1920s,  those  farmers  that 
weathered  the  downturn  will  remain  conservative  in  their  financing 
decisions  for  some  time. 

On  the  supply  side,  spreads  on  smaller  agricultural  loans 
have  widened  a  bit  in  recent  quarters  as  interest  rates  in  the  economy 
at  large  have  fallen  faster  than  those  for  small  agricultural  loans. 
However,  this  slow  adjustment  is  evident  in  most  periods  when  there 
are  large  movements  in  rates  of  interest,  and  this  episode  seems  to 
have  no  particularly  unusual  features.   Furthermore,  it  is  difficult 
to  discern  any  recent  tightening  of  credit  standards  from  available 
data  on  the  nonprice  terms  of  farm  loans  or  from  surveys  of  bankers. 
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Abstract 

This  study  investigates  the  direct  link  between  regulatory  enforcement 
actions  and  the  shrinkage  of  bank  loans  to  sectors  likely  to  be  bank 
dependent.  We  focus  on  New  England  because  that  region  has  experienced  both 
the  widespread  application  of  formal  regulatory  actions  and  substantial 
reductions  in  new  lending  by  banks.  Controlling  for  weakness  in  loan  demand, 
previous  studies  have  been  able  to  attribute  part  of  this  bank  shrinkage  to 
loan  supply,  with  the  degree  of  a  bank's  shrinkage  related  to  its  capital-to- 
asset  ratio.  In  this  study,  we  further  partition  the  shrinkage  due  to  loan 
supply  into  the  component  due  to  explicit  regulatory  enforcement  actions  and 
that  due  to  a  voluntary  response  by  bank  management  to  low  capital-to-asset 
ratios.  We  find  that  banks  with  formal  actions  shrink  at  a  significantly 
faster  rate  than  those  without,  even  after  controlling  for  differences  in 
capital-to-asset  ratios.  Furthermore,  much  of  the  reduced  lending  has  been  in 
loan  categories  containing  primarily  bank-dependent  borrowers,  indicating  that 
the  capital  crunch  has  resulted  in  a  credit  crunch. 
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Bank  Regulation  and  the  Credit  Crunch 

Recent  sluggish  growth,  both  in  bank  credit  and  in  the  economy,  has 
revived  interest  in  potential  problems  with  the  availability  of  credit. 
Several  studies  (Bernanke  and  Lown  1991;  Peek  and  Rosengren  1992,  1993; 
Hancock  and  Wilcox  1992)  have  shown  that  loan  supply  as  well  as  loan  demand 
contributed  to  the  observed  slow  loan  growth,  with  poorly  capitalized  banks 
expanding  loans  less  rapidly  (decreasing  loans  more  rapidly)  than  their  better 
capitalized  competitors.  However,  three  important  issues  are  still  left 
unresolved.  First,  to  what  extent  does  this  situation  reflect  a  response 
forced  by  bank  regulators,  rather  than  the  voluntary  behavior  of  a  bank's 
management  choosing  to  improve  its  capital  position?  Second,  to  what  extent 
does  the  loan  shrinkage  occur  in  those  categories  important  for  bank-dependent 
borrowers?  Third,  to  what  extent  does  the  shrinkage  in  bank  loans  outstanding 
reflect  reduced  bank  lending? 

This  paper  investigates  the  direct  link  between  activities  of  bank 
regulators  and  bank  lending  behavior.  The  presence  or  absence  of  formal 
regulatory  actions  provides  a  measure  that  can  be  used  to  identify  two 
distinct  regimes:  those  banks  constrained  by  regulatory  enforcement  actions 
and  those  not  so  constrained.   Thus,  bank  shrinkage  due  to  the  enforcement  of 
capital-to-asset  ratio  requirements  can  be  separated  from  voluntary  actions  by 
banks  to  improve  their  capital  ratios.  We  document  that  bank  regulators  are 
constraining  poorly  capitalized  banks  to  achieve  capital  ratios  well  above 
statutory  minimums,  resulting  in  substantial  shrinkage  of  bank  assets  in 
addition  to  that  associated  with  weak  loan  demand.  For  regions  of  the  country 
such  as  New  England,  where  a  large  proportion  of  bank  assets  is  in 
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institutions  under  formal  regulatory  actions,  these  regulatory  restrictions 
seriously  limit  the  credit  available  from  local  lenders. 

However,  a  shrinkage  of  bank  assets  does  not  necessarily  affect  bank 
customers.  First,  selling  securities  and  loans  (perhaps  through 
securitization)  will  shrink  a  bank's  assets  without  necessarily  altering 
credit  available  to  that  bank's  customers.  Second,  much  of  the  loan  shrinkage 
could  occur  in  loan  categories  not  associated  with  bank-dependent  borrowers. 
While  most  previous  studies  of  bank  lending  (for  example,  King  1986;  Bernanke 
and  Lown  1991)  have  focused  on  changes  in  gross  loans  held  in  a  bank's 
portfolio,  we  also  examine  net  new  lending,  correcting  the  change  in  loans 
held  in  a  bank's  portfolio  for  loan  charge-offs,  foreclosures  of  real  estate 
loans,  and  net  loan  sales.  Other  things  equal  (including  the  pattern  of  new 
lending),  each  of  these  factors  reduces  a  bank's  gross  loans  outstanding.  We 
also  examine  subcategories  of  assets,  including  one  deemed  to  be  composed 
primarily  of  loans  to  bank-dependent  borrowers.  Even  after  correcting  for 

institution  of  a  forma1_ragaU-ttff7~actign — 
bank's  lending  to  sectors  1 ikely  to  be  most 


dependent  on  local  bank  financing. 


The  first  section  of  the  paper  describes  the  conditions  required  for  a 
capital  crunch,  the  evidence  to  date  of  its  effect  on  bank  behavior,  and  its 
connection  to  a  credit  crunch.'  The  second  section  describes  bank  capital 
regulation,  with  particular  emphasis  on  formal  enforcement  actions  implemented 
for  banks  with  inadequate  capital.  The  third  section  focuses  on  New  England 
banks,  which  have  been  the  target  of  many  of  the  formal  regulatory  actions 
following  the  adoption  of  new  capital  standards.  It  shows  that  formal  actions 
require  banks  to  quickly  reach  capital  ratios  substantially  greater  than 
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statutory  minimums,  that  such  actions  have  been  applied  to  banks  that  account 
for  a  substantial  proportion  of  bank  assets  in  New  England,  and  that  formal 
regulatory  actions  have  been  associated  with  significant  shrinkage  of  bank 
assets.  The  fourth  section  describes  the  data,  a  pooled  time  series  and  cross- 
section  panel  of  large  FDIC-insured  banks  in  New  England,  as  well  as  the 
empirical  test.  The  f ifth_s£Ction  presents  the_results,  which  show  that 


formal  regulatory  actions  appVipjl  tn  New  England  hanks  have  resulted  in  a 


<;ignififantflrop  in  lending  to  sectors!  ikely  to  be  bank  dependent.  The_jtii 


section  summarizes  the  implications  of  our  findings. 


I .  The  Capital  Crunch 

Previous  research  has  documented  the  link  between  bank  capital 
regulation,  the  loss  of  bank  capital,  and  bank  shrinkage,  commonly  referred  to 
as  a  capital  crunch  (Peek  and  Rosengren  1993;  Bernanke  and  Lown  1991;  Hancock 
and  Wilcox  1992;  Baer  and  McElravey  1992).  A  reduction  in  bank  capital  lowers 
a  bank's  capital-to-asset  ratio.   If  the  reduction  is  large  enough  to  push  the. 
capital-to-asset  ratio  below  that  required  by  capital  regulations,  and  those 
regulations  are  enforced,  the  bank  must  increase  its  capital-to-asset  ratio. 
Banks  with  low  or  no  earnings  have  only  two  options:  raise  new  capital,  or 
reduce  assets  and  liabilities. 

Accurate  assessments  of  troubled  banks  are  virtually  impossible  without 
an  in-depth  appraisal  of  the  loan  portfolio.  Thus,  banks  that  have  recently 
lost  capital  have  difficulty  convincing  investors  that  prospects  for  the 
future,  rather  than  problems  of  the  past,  motivate  their  attempts  to  raise  new 
equity.  When  such  incentive  problems  make  it  impossible  for  viable  banks  to 
raise  new  equity  quickly  and  at  a  "fair"  price  in  order  to  replenish  their 
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capital,  they  are  forced  to  shrink. 

Previous  research  has  verified  that  poorly  capitalized  banks  are 
shrinking  (Peek  and  Rosengren  1992,  for  New  England;  Bernanke  and  Lown  1991, 
for  New  Jersey;  and  Hancock  and  Wilcox  1992,  and  Baer  and  McElravey  1992,  for 
the  United  States).  Still,  three  important  questions  have  been  left 
unanswered.  The  first  Is  how  much  of  the  bank  shrinkage  is  directly  linked  to 
bank  regulation.  The  second  concerns  whether  the  diminished  lending  Is  In 


c^gories  containing  primarily  bank-dependent  borii^ers.  The  third  concernT 


wheifafiT-thg^shrinkagein  loans  held  by  banks"at5Tr-entlTTs  diminished  lending. 

Host  studies  have  attributed  the  capital  crunch  to  the  large  losses  in 
bank  capital  in  combination  with  the  adoption  of  new  capital  standards. 
However,  the  direct  linkage  to  the  enforcement  of  capital  requirements  has 
been  asserted  rather  than  proven.  Banks  may  maintain  a  desired  level  of 
capital  which  they  would  quickly  replenish  after  a  large  decrease  in  their 
capital,  even  in  the  absence  of  capital  regulation.'  And,  even  with  capital 
regulation,  banks  may  not  respond  to  a  loss  of  capital  by  quickly  rebuilding 
their  capital  to  the  required  mlnimun  In  the  absence  of  enforcement  actions. 
This  paper  addresses  this  issue  by  examining  the  extent  to  which  bank 
shrinkage  is  directly  tied  to  the  enforcement  actions  of  federal  regulators. 

Banks  can  shrink  by  selling  securities,  selling  other  assets,  charging 
off  loans,  or  reducing  new  lending.  Because  of  potential  liquidity  problems, 
many  troubled  banks  prefer  to  Increase,  or  at  least  not  reduce,  their 
securities  holdings.  Banks  frequently  can  sell  assets,  although  It  «ay 
require  shedding  their  most  profitable  lines  of  business.  Furthennre,  many 
types  of  loans,  such  as  one-  to  four-fwlly  aortgagts  and  revolving  credit  on 
credit  cards,  are  available  fro*  banks  outside  the  local  region  or  nonbank 
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sources.  Thus,  bank  shrinkage  of  such  asset  categories  should  not  be 
particularly  disruptive  to  local  credit  markets. 

However,  certain  types  of  loans,  such  as  lines  of  credit  to  small 
businesses,  may  not  be  provided  by  institutions  outside  of  the  local  lending 
market  (Elliehausen  and  Wolken  1990;  Gertler  and  Gilchrist  1991).  If  the 
reduction  in  bank  assets  is  accomplished  by  reducing  lending  to  such  bank- 
dependent  borrowers,  this  may  seriously  impair  not  only  the  long-run  viability 
of  the  bank  but  also  the  operations  of  local  business  community  members 
r  /'dependent  on  the  lending  relationsnip.  While  reducing  loans  at  one  bank  can 
disrupt  historical  lending  relationships,  the  problems  should  be  short-lived 
if  other  well-capitalized  local  lenders  can  extend  additional  credit. 
However,  if  all  (or  most)  banks  in  a  region  experience  large  losses  of  capital 
simultaneously  (as  was  the  case  in  New  England),  no  immediate  alternative 
source  of  funds  may  be  available.  Thus,  the  linkage  from  a  capital  crunch  to 
a  credit  crunch  concerns  the  extent  to  which  bank  asset  shrinkage  is 
concentrated  in  lending  categories  important  to  bank-dependent  borrowers. 

II.  Enforcement  of  Capital  Requirements 

In  response  to  the  international  agreement  reached  in  Basle  on 
standardizing  capital  regulation,  as  well  as  large  losses  resulting  from  the 
savings  and  loan  debacle  (see,  for  example,  Barth  1991),  bank  regulators  in 
the  United  States  Increasingly  have  scrutinized  the  adequacy  of  bank  capital. 
The  Basle  Accord  requires  banks  to  maintain  minimum  capital-to-asset  ratios, 
with  the  assets  weighted  using  broad  risk  classifications.'  The  minimum 
capital  for  "strong  banking  organizations"  is  4  percent  of  risk-weighted 
assets  for  tier  1  capital  and  8  percent  for  total  capital.   Institutions  with 
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identifiable  waknesses  are  expected  to  maintain  ratios  above  the  minifflum. 
although  it  is  left  to  each  country's  regulators  to  decide  how  much  additional 
capital  is  necessary. 

The  United  States  supplemented  the  risk-based  standards  with  a  leverage 
ratio  that  requires  a  minimum  ratio  of  tier  1  capital  to  unweighted  assets. 
The  purpose  of  the  leverage  ratio  is  to  control  for  risks  not  captured  in  the 
Basle  Accord  risk  weighting,  such  as  interest  rate  risk.  The  minimum  leverage 
ratio  for  the  strongest  banking  institutions  is  3  percent,  with  regulators 
jeqjjjrinq  higher  levels  of  capital  for  weaker ^In^itutioas. 

The  regulations  provide  substantial  leeway  for  regulators  to  determine 
appropriate  minimum  capital  ratios  for  all  but  the  strongest  institutions. 
The  required  ratios  for  weaker  institutions  are  not  stated  precisely  in  any 
regulations.  Instead,  they  can  be  deduced  only  from  capital  targets  set  in 
various  regulatory  actions,  the  primary  mechanism  for  forcing  banks  to  improve 
their  capital  position  before  they  become  severely  undercapitalized.* 

As  an  institution  experiences  financial  difficulties,  regulators  usually 
undertake  formal  or  informal  action  requiring  the  bank  to  take  steps  to 
Improve  its  financial  condition.  In  rating  banks  according  to  their  financial 
condition,  regulators  consider  the  capital  adequacy,  asset  quality,  management 
quality,  earnings  potential,  and  liquidity  of  the  institution  (CAMEL).  The 
composite  CAMEL  rating  provides  an  assessment  by  examiners  of  the  strength  of 
a  banking  institution.  Institutions  with  a  composite  rating  of  4  (potential 
of  failure,  performance  could  impair  viability)  or  5  (high  probability  of 
failure,  critically  deficient  performance),  and  some  institutions  with  a  CAMEL 
rating  of  3  (remote  probability  of  failure,  flawed  performance),  will  undergo 
some  enforcement  action. 
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The  least  serious  action  taken  by  regulators  is  the  memorandum  of 
understanding  (MOU).  This  informal  action,  frequently  taken  after  an 
examination,  represents  an  understanding  between  the  bank's  board  of  directors 
and  the  regulator  about  deficiencies  in  the  bank's  operations  and  the  proposed 
remedial  action.  While  the  agreement  is  not  legally  enforceable,  failure  to 
satisfy  the  MOU  would  likely  result  in  a  formal  action  being  undertaken  by  the 
regulator.  The  MOU  is  generally  not  disclosed  publicly. 

For  more  troubled  or  recalcitrant  banks,  the  regulator  will  normally 
enter  a  formal  action,  either  a  formal  agreement  or  a  cease  and  desist  order. 
Both  actions  are  legally  enforceable  and  are  publicly  disclosed.  Cease  and 
desist  orders  and  formal  agreements  are  considered  more  severe  actions 
compared  to  MOUs,  and  often  involve  less  negotiation  with  the  bank.  Cease  and 
desist  orders  and  formal  agreements  both  carry  civil  penalties. 
Because  only  the  formal  actions  are  in  the  public  domain,  we  will  focus  on 
these  regulatory  actions,  although  a  large  number  of  institutions  in  New 
England  have  MOUs  that  include  conditions  similar  to  those  of  the  formal 
actions.' 

III.  Enforcement  Actions  in  New  England 

New  England  has  become  the  laboratory  for  the  new  capital  regulations, 
since  it  is  the  first  region  to  experience  the  widespread  loss  of  bank  capital 
under  the  new  regime.  Since  1989,  106  New  England  banks  have  signed  formal 
actions  with  the  Federal  Deposit  Insurance  Corporation  (FDIC)  and  41  New 
England  banks  have  signed  formal  actions  with  the  Office  of  the  Comptroller  of 
the  Currency  (OCC).  The  Federal  Reserve  Is  the  primary  regulator  for  only 
four  state  member  banks  in  New  England,  none  of  which  had  formal  actions  as  of 
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the  second  quarter  of  1992.' 

Formal  actions  provide  guidelines  for  Improving  the  financial  condition 
of  the  bank.  Host  formal  actions  include  sections  on  management,  strategic 
and  capital  plans  to  implement  the  bank's  recovery,  risk  review,  and  a  review 
of  nonperforming  assets  and  reserving  procedures.  Table  1  provides  an 
overview  of  standard  conditions  related  to  capital  ratios  that  are  included  in 
formal  actions  instituted  during  the  1989:1  to  1992:11  period  for  large  FOIC- 
insured  New  England  banks,  with  "large"  defined  as  having  more  than  $300 
million  in  assets  as  of  1989:1. 

One-third  of  these  banks  had  formal  actions.  If  the  confidential  MOUs 
were  included,  this  share  would  be  significantly  larger.  While  many  of  the 
1989  and  1990  formal  actions  required  banks  to  maintain  a  capital  ratio  of  at 
least  8  percent  under  the  old  capital  definitions,  all  the  specific  targets  in 
more  recent  formal  actions  were  tied  to  the  leverage  ratio.'  In  addition, 
although  no  specific  target  was  specified,  four  of  the  banks  were  required  to 
provide  a  capital  plan,  and  only  one  action  required  no  capital  plan.  The 
most  coRinon  capital  target  in  these  actions  was  a  6  percent  leverage  ratio." 
Thus,  formal  regulatory  actions  are  requiring  leverage  ratios  that  are  twice 
the  minimum  required  for  the  strongest  institutions. 

Requiring  substantially  higher  leverage  ratios  for  capital-impaired 
institutions  has  several  undesirable  features.  First,  such  a  policy  is 
procyclical:  as  a  bank's  capital  deteriorates.  Its  required  leverage  ratio 
rises.  Second,  the  higher  capital  requirement  Is  applied  on  average  assets. 
Thus,  as  a  bank's  capital  deteriorates,  all  assets  nust  be  supported  by  the 
higher  level  of  capital.  This  Includes  new  loans  as  well  as  existing  loans 
and  relatively  safe  loans  as  well  as  more  risky  loans.*  Third,  the  leverage 
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ratio  becomes  the  most  binding  ratio,  making  the  risk-based  ratios  irrelevant 
for  now. 

Table  1  also  illustrates  that  many  banks  are  required  to  substantially 
increase  their  loan  loss  provisions,  which,  in  the  absence  of  current 
earnings,  substantially  decreases  their  capital.  Half  of  the  formal  actions 
in  Table  1  required  specific  increases  to  the  loan  loss  reserve.  This 
suggests  that  many  of  the  banks  had  previously  been  underreserved.  At  many  of 
the  institutions,  the  increases  were  substantial,  with  13  of  the  formal 
actions  requiring  an  increase  in  reserves  in  excess  of  1  percent  of  total 
assets.  Raising  the  required  capital-to-asset  ratio  while  simultaneously 
requiring  loan  loss  provisions  that  decrease  a  bank's  capital  amplifies  the 
procyclical  nature  of  the  implementation  of  capital  regulation. 

Table  2  provides  information  on  the  number  and  assets  of  large  New 
England  institutions  that  have  failed  or  are  under  formal  regulatory  actions. 
Of  the  FDIC-insured  large  banks  operating  in  the  first  quarter  of  1989,  25 
percent  have  failed  and  19  percent  were  solvent  but  under  formal  actions  as  of 
the  second  quarter  of  1992.  Because  the  formal  actions  were  primarily  in  the 
largest  institutions,  35  percent  of  1989:1  assets  were  in  banks  that  were 
still  solvent  as  of  the  second  quarter  of  1992  but  under  formal  actions,  while 
25  percent  were  in  banks  that  failed.  These  formal  regulatory  actions  (which 
do  not  include  the  milder  MOUs)  affected  40  percent  of  the  assets  in  large 
banks  in  New  England  as  of  1992:11. 

Table  3  orders  large  New  England  banks  with  formal  actions  by  the  size 
of  the  leverage  ratio  at  the  time  of  the  exam  that  resulted  in  the  formal 
action.  The  largest  number  of  banks  with  formal  actions  had  capital  under  4 
percent.  However,  the  largest  volume  of  assets  was  held  by  banks  in  the  4.5 
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to  5.0  percent  and  5.0  to  5.5  percent  leverage  ratio  ranges,  together 
accounting  for  more  than  one-half  of  bank  assets  in  large  institutions  with 
formal  actions. 

Surprisingly,  even  banks  with  leverage  ratios  exceeding  6  percent  had 
formal  actions.  This  occurred  for  at  least  two  reasons.  First,  as  a 
consequence  of  their  examinations,  several  of  these  banks  saw  their  leverage 
ratio  drop  well  below  6  percent  after  they  had  fully  reserved  for  their 
problem  loans,  suggesting  that  their  reported  leverage  ratios  at  the  time  of 
the  examination  were  misleading.  Second,  some  banks  with  leverage  ratios 
exceeding  6  percent  were  subjected  to  a  formal  action  at  the  same  time  poorly 
capitalized  banks  within  the  same  holding  company  were,  in  order  to  limit 
transfers  of  assets  from  poorly  to  better  capitalized  affiliates. 

Table  4  shows  how  large  banks  responded  during  the  year  following  a  bank 
examination  that  resulted  in  a  formal  action.  The  leverage  ratio  improved  in 
only  slightly  more  than  one-third  of  the  banks,  even  though  all  but  one  bank 
shrank  its  assets.  Less  than  60  percent  of  the  banks  shrank  their  holdings  of 
securities,  yet  every  bank  shrank  its  total  loans.  In  addition,  the  bank- 
dependent  loan  category,  which  includes  commercial  and  industrial  loans, 
construction  loans,  multifamily  residential  mortgages,  and  commercial  real 
estate  loans,  shrank  at  every  bank  with  a  leverage  ratio  below  6  percent.'" 

These  tables  indicate  that  the  regulatory  capital  standards  applied  in 
the  formal  actions  have  been  roughly  twice  the  minimum  leverage  capital 
standard,  and  they  have  been  applied  to  banks  accounting  for  a  significant 
percentage  of  bank  assets  in  New  England.  Of  course,  factors  other  than 
formal  regulatory  actions  also  are  likely  to  be  important  contributors  to  the 
observed  bank  shrinkage.  In  particular,  the  weakness  of  the  New  England 
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economy,  by  slowing  loan  demand,  likely  accounts  for  at  least  some  of  the 
observed  weakness  (shrinkage)  In  loan  growth.  The  next  section  provides  more 
rigorous  evidence  that  formal  regulatory  actions  have  significantly  altered 
bank  behavior  and  play  an  important,  independent  role  In  the  shrinkage  in  bank 
assets. 

IV.  Data  and  the  Empirical  Test 

To  establish  whether  regulatory  enforcement  actions  have  contributed  to 
a  credit  crunch,  we  constructed  a  pooled  time  series  and  cross-section  panel 
of  balance  sheet  and  income  statement  data  from  the  call  reports.  The  sample 
includes  all  large  FDIC-insured  institutions  in  New  England  (defined  here  as 
the  First  District  of  the  Federal  Reserve  System)  over  the  1989:1  to  1992:11 
period,  with  "large"  defined  as  those  institutions  with  assets  exceeding  $300 
million  as  of  the  first  quarter  of  1989.''  The  focus  is  on  New  England  banks 
because  this  is  the  region  where  many  of  the  formal  regulatory  actions  have 
been  issued  under  the  new  capital  guidelines,  the  bank  structure  and 
regulatory  guidelines  were  readily  available,  and  the  complaints  of  a  credit 
crunch  have  been  widespread.  Furthermore,  limiting  the  sample  to  one  region 
of  the  country  reduces  the  differences  across  banks  in  demand  shocks  compared 
to  what  would  be  found  in  a  national  sample.  However,  even  though  these  banks 
did  experience  similar  regional  economic  conditions,  this  is  not  equivalent  to 
being  subjected  to  identical  demand  shocks.  As  a  result,  our  empirical  work 
win  also  control  for  banking  activities  that  may  have  been  disproportionately 
affected  by  the  recession. 

The  panel  begins  in  the  first  quarter  of  1989  because  the  new  capital 
guidelines  that  increased  the  emphasis  regulators  were  placing  on  capital 
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ratios  were  just  being  issued  at  that  time.  In  addition,  formal  regulatory 
actions  and  bank  structure  information  were  not  readily  available  for  earlier 
periods.  Finally,  because  of  the  need  to  control  for  bank  structure  changes, 
extending  the  sample  to  earlier  periods  would  have  substantially  reduced  the 
number  of  institutions  that  could  be  included  in  the  sample.'^  The  last 
available  quarter  was  the  second  quarter  of  1992,  providing  14  quarters  for 
the  panel . 

We  base  our  estimation  on  a  "clean"  sample  that  includes  all  FDIC- 
insured  New  England  banks  with  assets  of  at  least  $300  million  in  1989:1  that 
neither  failed  nor  consummated  an  acquisition  or  merger  with  a  nonaffiliated 
bank  during  the  1989:1  to  1992:11  period.  Of  the  150  large  New  England 
institutions  as  of  the  first  quarter  of  1989,  37  failed,  37  engaged  in 
nonaffiliate  mergers,  and  8  merged  with  affiliates  also  in  the  sample,  leaving 
68  banks  in  our  "clean"  sample. 

While  including  banks  that  failed  or  were  involved  in  nonaffiliate 
mergers  would  provide  a  larger  sample,  doing  so  would  introduce  a  number  of 
problems.  Some  of  the  merger  activity  includes  non-FDIC-insured  institutions 
for  which  consistent  data  are  not  available.  Furthermore,  since  the  empirical 
test  focuses  on  the  role  of  regulatory  actions  on  the  shrinkage  of  new 
lending,  inclusion  of  failed  banks  would  bias  our  results  towards  finding  a 
relationship.  A  failed  bank  generally  shrinks  before  being  closed,  as  its 
borrowers  seek  new  lenders  and  its  management  downsizes  the  balance  sheet, 
under  regulatory  guidance,  to  facilitate  the  transfer  of  failed  bank  assets. 

Nonaffiliate  mergers  pose  a  problem  because  most  such  acquisitions  have 
been  assisted  acquisitions  of  failing  institutions,  with  only  partial 
transfers  of  assets  (with  the  FDIC  retaining  the  problem  assets  rather  than 
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the  acquiring  bank).  This  makes  it  difficult  to  force  merge  the  bank  data 
(combine  the  balance  sheets  of  the  merged  banks  for  the  premerger  period  as 
well)  in  a  meaningful  way.  Although  this  has  been  done  by  a  number  of 
investigators  (for  example,  Hancock  and  Wilcox  1992;  Bernanke  and  Lown  1991) 
in  an  effort  to  construct  a  consistent  data  series,  the  consolidated  data  for 
the  acquiring  banks  could  show  drops  in  certain  asset  categories  at  the  time 
of  the  merger  due  to  the  elimination  of  those  assets  retained  by  the  FDIC  in  a 
partial  transfer.  Similarly,  the  consolidated  data  could  show  assets  to  be 
declining  during  the  period  immediately  preceding  the  merger  when,  in  fact, 
only  the  acquired  institution  shrank  as  the  FDIC  prepared  for  the  transfer  of 
bank  assets.  This  premerger  shrinkage  of  the  force-merged  consolidated 
institution  would  not  reflect  a  conscious  decision  by  the  surviving  bank  to 
shrink,  and  thus  not  accurately  reflect  its  behavior. 

Most  previous  studies  of  credit  crunches  have  focused  on  gross  changes 
in  bank  assets  and  bank  loans  (for  example.  Bernanke  and  Lown  1991:  King 
1986).  However,  the  change  in  outstanding  loans  reflects  more  than  just  new 
loan  originations  (lending).  Charge-offs  (CO),  transfers  of  real  estate  loans 
to  other  real  estate  owned  (OREO)  due  to  foreclosures,  and  net  loan  sales  (LS) 
can  each  reduce  the  quantity  of  loans  outstanding  without  a  corresponding 
reduction  in  new  lending.  The  relationship  between  new  lending  (NL)  relevant 
for  credit  availability  and  the  change  in  outstanding  loans  (^)  is  suoinarized 
in  equation  1:^' 

(1)  NL  ^  M  *  CO  *  AORfO  ♦  LS. 

When  a  loan  is  charged  off,  outstanding  loans  decrease  by  the  amount  of  the 
charge-off.  This  alters  gross  loans  on  the  balance  sheet  but  does  not 
represent  a  change  in  current  lending,  since  it  reflects  only  losses  from  past 
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loans.  When  a  real  estate  loan  is  foreclosed,  the  difference  between  the 
current  market  value  of  the  loan  and  the  face  value  of  the  loan  is  charged  off 
and  the  collateral  is  transferred  to  the  OREO  account  at  its  current  market 
value.  This  reduces  outstanding  real  estate  loans,  but  reflects  a  shift 
between  asset  categories  rather  than  a  decline  in  funds  made  available  to  the 
real  estate  sector.  Loan  sales  (or  loan  securitization)  reduces  the  volume  of 
loans  on  the  bank's  balance  sheet,  but  again  does  not  represent  reduced 
lending  to  its  customers.''  On  the  other  hand,  loans  purchased  by  a  bank 
increase  loans  on  the  balance  sheet  without  a  corresponding  increase  in  funds 
made  available  to  the  bank's  local  bank-dependent  loan  customers.  Failure  to 
make  these  adjustments  could  cause  one  to  conclude  that  lending  has  decreased 
when,  in  fact,  the  decline  in  outstanding  loans  at  a  troubled  bank  was  due  to 
large  charge-offs,  foreclosures,  and/or  net  loan  sales. 

Reduced  credit  availability  from  banks  to  a  firm  is  important  if  the 
credit  is  not  easily  replaced  from  other  sources.  Many  categories  of  a  bank's 
loans  are  also  available  from  other  sources,  both  from  nonbanks  and  from  banks 
outside  that  bank's  immediate  lending  market.  For  example,  owner-occupied 
one-  to  four-family  mortgages  are  actively  traded  in  a  national  secondary 
mortgage  market  so  that  the  financial  impairment  of  local  banks  is  unlikely  to 
prevent  homeowners  from  obtaining  mortgage  credit.  Similarly,  credit  cards 
and  car  loans  are  frequently  provided  by  institutions  outside  the  immediate 
banking  market  of  the  borrower,  limiting  the  impact  on  credit  availability  of 
localized  problems  in  the  banking  sector.  Thus,  if  local  banks  shrink  by 
selling  securities,  originating  fewer  one-  to  four-family  mortgages,  or 
reducing  credit  card  receivables,  local  bank-dependent  borrowers  are  not 
likely  to  experience  greater  difficulties  in  obtaining  financing. 
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Some  areas  of  bank  credit,  however,  have  few  alternative  sources  outside 
of  local  banking  markets.  Small  to  medium-sized  conmercial  and  industrial 
(C&I)  loans,  construction  loans,  multifamily  residential  mortgages  and 
commercial  real  estate  loans  are  all  loans  typically  made  by  local  banks  and 
are  generally  not  easily  securitized.^'  Thus,  we  combine  these  loan 
classifications  into  our  bank-dependent  loan  category. 

This  combination  also  allows  us  to  avoid  several  data  problems.  Because 
the  call  reports  classify  as  a  real  estate  loan  any  loan  with  real  estate  as 
collateral,  many  loans  to  small  and  medium-sized  firms  with  some  real  estate 
collateral  are  categorized  as  real  estate  loans.  In  addition,  as  a  result  of 
their  collateral  becoming  impaired  and  criticism  of  their  classification 
system  by  examiners,  many  banks  have  made  large  classification  changes  among 
the  commercial  and  industrial,  construction,  and  commercial  real  estate  loan 
categories  that  can  distort  the  data  if  the  categories  are  analyzed  separately 
(Peek  and  Rosengren  1993). 

In  Its  simplest  form,  the  equation  estimated  Is: 

(2)  ^  -  a,*(a2*a,SFA^,*a^!^(^-FA^)*a^LogA,*a,FEE,*ayDSB,*€^, 

The  dependent  variable  is  the  change  in  asset  category  j  of  bank  1  scaled  by 
total  assets  of  bank  1.  The  equation  includes  a  dummy  variable  for  formal 
actions  (FA)  with  a  value  of  one  for  any  quarter  the  bank  is  under  a  formal 
regulatory  action  and  zero  otherwise.  Equations  estimated  in  the  existing 
literature  Include  a  special  case  of  this  more  general  formulation  with  the 
capital-to-asset  ratio  as  an  argument  but  FA  omitted,  that  is,  with  o^-O  and 
aj»a4>0.  However,  If  it  is  the  imposition  of  formal  regulatory  actions  rather 
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than  low  capital-to-asset  ratios  alone  that  causes  banks  to  shrink  (or  at 
least  grow  more  slowly),  we  would  expect  to  find  a2<0  and  both  Oj  and  a^  not 
significantly  different  from  zero. 

However,  such  a  specification  may  be  too  restrictive.  Formal  actions 
may  not  affect  the  change  in  assets  (and  its  components)  by  the  same 
percentage  of  total  assets  for  each  quarter  a  formal  action  is  In  effect. 
Because  formal  actions  specify  a  leverage  ratio,  usually  6  percent,  that  the 
bank  is  legally  required  to  achieve,  the  most  poorly  capitalized  banks  have 
the  greatest  incentive  to  shrink.  Thus,  the  magnitude  of  the  effect  of  formal 
actions  on  the  change  in  assets  may  differ  across  banks,  in  particular,  being 
related  to  a  bank's  leverage  ratio.  This  hypothesis  can  be  tested  by 
specifying  the  coefficient  on  FA  to  be  a  function  of  the  leverage  ratio  as  in 
equation  2,  with  Oj  predicted  to  be  positive.  We  also  include  the  leverage 
ratio  for  banks  not  under  a  formal  action  as  an  argument  in  the  equation  to 
enable  us  to  test  for  an  effect  of  formal  regulatory  actions  over  and  above 
any  voluntary  bank  response  to  stated  capital  requirements.  That  is,  being 
below  minimum  capital  requirements  may  not  in  itself  generate  a  bank  response 
to  restore  its  capital  position  in  the  absence  of  formal  regulatory  actions. 

While  many  of  the  differences  in  the  demand  for  loans  across  banks  will 
be  ameliorated  by  concentrating  on  banks  in  one  region,  we  also  include  a 
series  of  classification  variables  intended  to  control  for  any  differences 
arising  from  a  bank's  specialization  in  particular  types  of  activities  that 
may  have  experienced  different  demand  shocks.  The  logarithm  of  bank  asset 
size  (LogA)  is  included  because  large  banks  may  support  different  loan  markets 
than  smaller  institutions.  National  banks,  for  example,  are  constrained  to 
lend  not  more  than  15  percent  of  their  capital  to  any  one  borrower  (see 
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footnote  11).  This  prevents  smaller  Institutions  from  making  large  loans.  If 
loan  demand  varies  by  size  of  borrower,  loan  growth  may  vary  by  size  of 
institution. 

Many  banks  in  New  England  derive  substantial  non-interest  income.  Banks 
concentrated  in  off-balance-sheet  activities  may  be  better  insulated  from  loan 
demand  changes.  To  control  for  this  difference  across  banks,  we  include  the 
ratio  of  fee  income  to  the  sum  of  total  interest  and  fee  income  (FEE)  for  the 
first  quarter  of  1989  for  each  bank.^*  We  anticipate  a  positive  estimated 
coefficient. 

Until  the  mid-1980s.  New  England  savings  banks  were  prevented  from 
lending  to  businesses  and  tended  to  focus  on  home  mortgages.  Because  the 
shocks  to  commercial  loan  demand  may  be  different  from  those  to  residential 
loan  demand,  we  include  a  dummy  variable  (DSB)  that  has  a  value  of  one  for 
those  institutions  with  a  savings  bank  charter  and  zero  for  those  with  a 
commercial  bank  charter. 

V.  Empirical  Results 

All  of  the  regression  results  presented  in  the  tables  are  estimated  with 
a  variance  components  model.  This  model  is  economically  appealing  because  it 
allows  for  bank-specific  effects,  such  as  bank  management,  that  are  not  easily 
quantified.  In  this  case,  •,  in  equation  (2)  would  become  a,  ,.  with  each  bank 
having  its  own  constant  term.  While  a  fixed-effects  specification  would  treat 
the  or,  ,'s  as  constants,  the  variance  components  model  treats  them  as  mutually 
independent  random  variables  that  are  Independent  of  the  equation's  error 
teni.  It  Is  assumed  that  the  tti,,'s  «r«  drawn  froa  a  coMon  distribution  with 
a  finite  variance. 
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The  fixed-effects  specification  that  includes  a  dummy  variable  for  each 
institution  was  tried  but  did  not  materially  change  the  results.  In  addition, 
the  Hausman  test  could  not  reject  the  variance  components  specification 
relative  to  the  fixed-effects  specification.  Thus,  the  statistical  tests 
indicated  that  the  variance  components  model  was  more  appropriate  for  this 
application. 

Table  5  presents  the  results  of  estimating  equation  (2)  for  total  assets 
and  for  five  asset  categories.  All  estimated  equations  included  a  set  of 
dummy  variables  to  control  for  differences  in  the  constant  term  for  each  time 
period  (not  reported  in  the  tables).  The  gross  change  in  both  assets  and 
loans  is  included  for  comparison  with  previous  studies.  The  change  in  total 
securities  is  included  to  investigate  the  extent  to  which  banks  react  to 
regulatory  actions  by  shrinking  securities,  which  would  have  no  direct  impact 
on  credit  availability  to  bank-dependent  borrowers.  We  also  .include  as 
dependent  variables  three  alternative  proxies  for  bank-dependent  loans.  The 
first  is  the  gross  change  in  bank-dependent  loans  (BD,  the  sum  of 
construction,  multifamily  residential,  commercial  real  estate,  and  commercial 
and  industrial  loans).  The  second  adds  charge-offs  on  bank-dependent  loans 
and  changes  in  OREO  to  obtain  a  measure  of  net  loans  for  bank-dependent 
borrowers  (BDN).'^  The  final  column  (BDNS)  adds  net  sales  of  commercial  and 
industrial  loans  to  BON  to  convert  the  change-in-loans  measure  to  a  measure  of 
net  new  lending  to  bank-dependent  borrowers.^' 

The  results  in  column  1  in  table  5  show  that  formal  actions  do  have  a 
significant  impact  on  bank  shrinkage.  The  effect  of  formal  actions  on  the 
change  in  assets  is  captured  by  two  variables,  a  formal  action  intercept  dunny 
variable  and  a  formal  action  dunmy  variable  that  interacts  with  the  leverage 
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ratio.  The  estimated  coefficient  on  the  formal  action  intercept  dummy 
variable  measures  the  effect  of  the  formal  action  controlling  for  the  effects 
of  the  capital-to-asset  ratio.  The  estimated  coefficients  on  both  the  formal 
action  variable  and  the  formal  action*leverage  ratio  interaction  variable  are 
of  the  predicted  sign  and  significantly  different  from  zero  at  the  1  percent 
confidence  level.  On  the  other  hand,  the  estimated  coefficient  on  the 
leverage  ratio  for  banks  not  subject  to  formal  actions  is  smaller  in  magnitude 
and  not  statistically  significant. 

The  estimated  coefficient  on  FA  Indicates  that  for  each  quarter  that  a 
formal  action  is  in  force,  total  banic  assets  shrink  by  an  additional  3.8 
percent,  controlling  for  differences  in  the  leverage  ratio.  However,  because 
leverage  ratios  with  and  without  formal  actions  have  different  estimated 
impacts,  the  effect  of  the  leverage  ratio  must  also  be  incorporated  in  order 
to  calculate  the  net  additional  impact  of  formal  actions  on  asset  shrinkage. 
For  example,  for  a  bank  with  a  4  percent  leverage  ratio,  the  additional 
shrinkage  due  to  the  implementation  of  a  formal  action  is  2.2  percent  of 
assets  per  quarter. ^^  Recognizing  that  a  higher  leverage  ratio  mitigates  the 
degree  of  shrinkage  associated  with  a  formal  action,  an  alternative  measure  of 
the  relative  effect  of  formal  actions  is  the  value  of  the  leverage  ratio  at 
which  formal  actions  cease  to  retard  asset  growth.  Again,  this  can  be 
calculated  using  the  estimated  coefficients  on  formal  actions  and  the  two 
leverage  ratio  interaction  variables.^"  For  total  assets,  this  "break-even" 
value  for  the  leverage  ratio  is  9.29  percent. 

Since  none  of  the  formal  actions  placed  on  New  England  institutions  in 
our  sample  have  been  removed  and  banks  with  formal  actions  tend  to  have 
leverage  ratios  well  below  the  "break-even"  leverage  ratio,  one  would  expect 
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to  find  that  formal  actions  have  accounted  for  a  significant  decline  in  the 
gross  assets  of  banks.  Based  on  the  estimates  in  table  5,  the  subset  of  New 
England  banks  included  in  our  sample  accounts  for  a  $6  billion  reduction  in 
bank  assets  due  to  formal  actions  taken  during  the  1989:111  to  1992:11  period, 
with  relatively  more  of  the  reduction  occurring  in  the  later  quarters  as  more 
bank  assets  came  under  formal  actions.  This  represents  6.7  percent  of  the 
assets  of  banks  in  our  sample  as  of  1989:11,  the  quarter  immediately  prior  to 
the  first  of  the  formal  actions  recorded  in  our  sample. 

Column  2  shows  that  the  additional  shrinkage  in  total  assets  has  not 
been  at  the  expense  of  securities  holdings.  This  failure  to  sell  securities 
in  response  to  a  formal  action  may  reflect  liquidity  concerns.  This  may  be 
particularly  relevant  today  in  the  wake  of  the  restrictions  on  discount  window 
borrowing  contained  in  the  Federal  Deposit  Insurance  Corporation  Improvement 
Act  (FDICIA),  and  the  zero  weight  given  government  securities  under  the  risk- 
based  capital  standards. ^^ 

Both  total  loans  and  bank-dependent  loans  also  have  a  sizable  response 
to  formal  actions  (FA),  with  estimated  coefficients  on  both  FA  and  the 
interaction  term  that  are  of  the  predicted  sign  and  statistically  significant. 
Again,  the  leverage  ratios  for  banks  not  under  formal  actions  have  estimated 
coefficients  that  are  smaller  in  magnitude  and  not  statistically  significant. 
Repeating  the  calculations  made  for  total  assets,  the  "break-even"  leverage 
ratios  for  total  loans  and  for  bank-dependent  loans  are  10.6  percent  and  6.2 
percent,  respectively.  At  a  4  percent  leverage  ratio,  the  implied  shrinkages 
due  to  formal  actions  are  1.4  percent  and  0.5  percent  of  total  assets  per 
quarter,  respectively. 

Because  the  asset  categories  are  scaled  by  total  assets,  these 
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percentages  understate  the  percentage  declines  in  the  asset  categories 
themselves.  For  example,  because  bank-dependent  loans  account  for  roughly 
one-third  of  total  bank  assets,  the  implied  percentage  decline  would  be  in  the 
range  of  1.5  percent  per  quarter.  In  dollar  terms,  the  reduction  in  loans 
attributable  to  formal  actions  is  $4.2  billion,  representing  6.7  percent  of 
the  1989:11  value  of  loans  for  the  banks  in  our  sample.  For  bank-dependent 
loans,  the  corresponding  decline  is  $765  million,  2.5  percent  of  bank- 
dependent  loans. 

The  adjustments  to  the  bank-dependent  loan  category  for  charge-off s  and 
the  change  in  OREO  leave  the  effect  of  formal  actions  statistically 
significant,  but  reduce  (in  absolute  value)  the  magnitude  of  the  effect 
somewhat.  This  is  as  expected,,  since  the  net  bank-dependent  loan  (BDN) 
category  adds  back  to  bank-dependent  loans  (BD)  charge-offs  and  the  change  in 
OREO  to  reflect  the  fact  that  the  reclassification  of  bank-dependent  loans 
does  not,  in  and  of  itself,  reduce  the  funds  made  available  to  these 
borrowers.  That  is,  a  part  of  the  reduction  in  bank-dependent  loans  in  bank 
portfolios  is  a  consequence  of  charge-offs  and  foreclosures  rather  than 
reduced  lending. 

When  net  bank-dependent  loans  are  adjusted  for  net  loan  sales,  the 
effect  of  formal  actions  on  loan  growth  triples  (doubles  compared  to  BO). 
That  is,  by  adding  back  loan  sales  (and  subtracting  purchases)  from  the  change 
in  loans  held  In  a  bank's  portfolio,  the  difference  between  the  rates  of  loan 
growth  for  banks  with  and  those  without  a  formal  action  widens.  At  a  4 
percent  leverage  ratio,  formal  actions  account  for  a  reduction  In  bank- 
dependent  lending  of  0.91  percent  of  total  assets  per  quarter,  with  a  'break- 
even* leverage  ratio  of  9.3  percent.  In  dollar  terms,  the  decline  is  S2.5 
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billion,  representing  8.3  percent  of  1989:11  bank-dependent  loans.  Thus,  our 
results  indicate  that  the  effect  of  formal  actions  on  lending  is  even  more 
pervasive  than  that  on  the  change  in  loans  held  by  banks. 

One  explanation  for  this  result  is  that  banks  not  under  formal  actions 
tend  to  sell  more  loans  (raising  ABDNS  relative  to  ABDN).   For  bank-dependent 
loans,  loan  sales  may  reflect  primarily  participations  in  newly  originated 
loans,  that  is,  underwriting  activity,  rather  than  sales  of  seasoned  loans 
from  a  bank's  portfolio.   In  that  case,  better-capitalized  banks  likely 
account  for  the  bulk  of  loan  sales.  Large  borrowers  may  prefer  to  establish 
their  primary  borrowing  relationship  with  a  healthy  rather  than  a  troubled 
bank.  And,  to  the  extent  sold  loans  have  implicit  recourse  to  the  loan 
originator,  loan  purchasers  may  prefer  to  purchase  loans  from  better- 
capitalized  banks.  Thus,  we  might  expect  underwriting  activity  to  decline  at 
a  bank  placed  under  a  formal  action.  At  the  same  time,  a  bank  placed  under  a 
formal  action  might  be  expected  to  decrease  loan  purchases  (narrowing  the 
difference  between  the  changes  in  loans  and  lending),  given  that  this 
represents  a  relatively  quick  and  painless  way  to  slow  its  loan  growth 
compared  to  breaking  long-term  lending  relationships  with  Its  current 
customers. 

In  fact,  in  our  sample,  banks  without  formal  actions  are  nearly  twice  as 
likely  as  those  under  formal  actions  to  be  net  sellers.  Only  42  of  the  154 
observations  (27  percent)  of  banks  with  formal  actions  are  net  sellers  of 
these  loans,  compared  with  46  percent  of  the  non-formal-action  observations. 
And,  among  those  banks  with  formal  actions,  there  Is  no  obvious  relationship 
between  net  loan  sales  and  leverage  ratios:  net  loan  sellers  are  as  likely  to 
have  high  as  low  leverage  ratios. 
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Only  26  of  the  1S4  observations  of  banks  with  for«a1  actions  are  net 
purchasers  of  these  loans.  Of  those  26,  22  are  accounted  for  by  the  better 
capitalized  affiliates  of  two  holding  companies.  Thus,  it  appears  that 
troubled  affiliates  with  formal  actions  are  likely  raising  their  leverage 
ratios  by  shifting  assets  to  their  better  capitalized  affiliates.  Among  banks 
with  formal  actions  associated  with  their  own  capital  situation  (as  opposed  to 
that  of  their  affiliates),  there  is  essentially  no  net  loan  purchasing  action. 
On  the  other  hand,  only  12  percent  of  the  observations  in  our  sample  not  under 
formal  actions  are  net  purchasers.  Fifty-six  percent  of  the  observations  with 
formal  actions  and  42  percent  of  those  without  formal  actions  have  no  net  loan 
sales  (or  purchases) . 

While  the  coefficient  on  FEE  is  significant  at  the  1  percent  confidence 
level  In  the  total  assets  equation,  it  is  not  statistically  significant  in  the 
disaggregated  asset  equations.  This  is  in  part  due  to  the  smaller  percentage 
of  loans  made  at  banks  whose  main  source  of  Income  is  from  fees  rather  than 
interest.  The  estimated  coefficient  on  the  log  of  assets  is  significant  at 
the  5  percent  confidence  level  in  only  the  6DNS  equation,  and  the  savings  bank 
dummy  is  not  significant  at  the  5  percent  confidence  level  in  any  of  the 
equations. 

Consistent  with  earlier  studies,  when  the  explicit  effects  of  formal 
actions  are  ignored,  the  leverage  ratio  has  a  positive  impact  on  asset  and 
loan  growth,  being  statistically  significant  in  all  but  the  securities  and  net 
lending  categories  (not  shown  in  tables).  However,  the  table  5  results  show 
that  once  formal  actions  are  taken  into  account,  the  statistical  significance 
of  the  leverage  ratio  for  banks  not  under  a  formal  action  disappears, 
suggesting  that  previous  equations  were  misspecified.  Now,  the  leverage  ratio 
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has  a  significant  impact  only  for  those  banks  under  formal  actions.  Although 
the  estimated  coefficients  for  banks  without  a  formal  action  always  have 
magnitudes  much  smaller  than  those  for  banks  with  formal  actions,  the 
differences  are  statistically  significant  only  for  the  total  assets,  bank- 
dependent  loans,  and  net  bank-dependent  loans  categories."  The  failure  to 
find  a  stronger  effect  on  the  leverage  ratio  for  banks  without  formal  actions 
would  seem  to  indicate  that  until  the  threat  of  explicit  penalties  contained 
in  formal  actions  are  made,  banks  are  much  slower  to  shrink  to  satisfy  capital 
requirements. 

One  notable  characteristic  of  the  equations  in  table  5  is  their 
relatively  low  R^.  One  explanation  for  this  is  that  the  data  are  panel  rather 
than  time  series  data  and  the  dependent  variables  have  been  differenced. 
Furthermore,  if  our  hypothesis  that  loan  demand  effects  are  spread  relatively 
evenly  across  the  banks  in  the  New  England  region  is  correct,,  low  R^'s  would 
not  be  surprising  since  the  fitted  part  of  the  equation  would  not  reflect  the 
impact  of  reduced  loan  demand.  In  fact,  given  that  the  fixed  effects 
specification  was  rejected  and  the  control  variables  tend  not  to  be 
significant,  individual  bank  effects,  such  as  would  be  associated  with 
differential  loan  demand  shocks  across  banks  in  the  region,  do  not  appear  to 
be  present. 

Table  6  relaxes  the  constraint  that  a  formal  action  has  the  same  effect 
in  each  quarter  in  which  it  applies.  Now,  the  coefficient  on  formal  actions 
is  allowed  to  have  a  different  value  for  each  quarter  the  formal  action  is  in 
effect.  Formal  Action  (0)  is  a  dummy  variable  with  a  value  of  one  in  the 
quarter  of  the  bank  exam  that  resulted  in  a  formal  action  and  zero  otherwise. 
Similarly,  Formal  Action  (1)  has  a  value  of  one  for  the  first  quarter 
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following  the  quarter  containing  the  initial  exam  date  and  zero  otherwise,  and 
so  on.  Formal  Action  (8)  denotes  all  observations  8  or  more  quarters  after 
the  initial  exam.  While  this  specification  asks  a  lot  from  the  data,  it  can 
provide  some  indication  of  the  relative  timing  of  banks*  responses  to  formal 
actions. 

The  results  Indicate  that  the  shrinkage  Is  generally  spread  out  over 
time.  For  the  total  assets  equation,  the  estimated  coefficients  indicate  a 
decline  In  excess  of  3  percent  per  quarter  and  are  significantly  different 
from  zero  at  the  5  percent  (or  better)  confidence  level  through  the  seventh 
quarter  after  the  initial  exam.  The  equations  for  total,  bank-dependent,  and 
net  bank-dependent  loans  show  generally  stable  coefficients  through  the  fifth 
quarter  after  the  exam  before  falling  off,  with  the  most  significant  effects 
(economically  and  statistically)  clustered  two  to  five  quarters  after  the 
exaa.  The  estimated  coefficient  on  leverage*fonna1  action  is  significant  at 
the  1  percent  confidence  level  for  all  but  the  securities  and  SONS  equations. 
The  relative  patterns  of  the  coefficients  and  their  significance  levels  for 
the  leverage  ratios  for  banks  with  and  without  formal  actions  are  similar  to 
those  presented  in  table  5. 

The  timing  of  the  effects  of  formal  actions  on  bank-dependent  loans  is 
affected  by  the  net  loan  sales  adjustment."  Compared  to  the  change  in  bank- 
dependent  loans  held  in  bank  portfolios,  the  shrinkage  in  lending  occurs 
later,  with  much  less  shrinkage  during  the  year  immediately  following  the 
examination  that  resulted  in  the  forul  action.  The  evidence  suggests  that 
initially  banks  do  not  react  by  reducing^ new  lending  to  bank-dependent 
borrowers,  but  rather  by  decreasing  purchases  or,  perhaps,  increasing  loan 
sales  (although  In  our  sample,  banks  without  forMl  actions  arc  almost  twice 
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as  likely  to  be  net  sellers  of  these  loans).  Perhaps  this  reflects  a 
reluctance  by  banks  to  harm  existing  lending  relationships.  It  may  also 
reflect  the  nature  of  the  loans.   If  these  are  not  demand  loans  (and  are  not 
sold),  the  lender  would  have  to  wait  until  the  loan  matured  or  violated 
covenants  in  order  to  remove  the  loans  from  its  books.   In  fact,  some  of  the 
bank-dependent  loans  (for  example,  construction  loans)  do  have  relatively 
short  maturities.  Thus,  the  reduction  in  loans,  even  in  the  absence  of  new 
lending,  would  occur  only  after  a  delay.  However,  when  the  shrinkage  does 
finally  occur,  it  is  dramatic,  with  the  additional  loan  shrinkage  representing 
more  than  3  percent  of  total  assets  (roughly  9  percent  of  bank-dependent 
loans)  in  a  single  quarter. 

IV.  Conclusion 

Previous  research  has  documented  a  significant  correlation  between 
capital  ratios  and  bank  shrinkage  (Bernanke  and  Lown  1991;  Peek  and  Rosengren 
1992;  Hancock  and  Wilcox  1992).  but  left  untested  whether  this  link  was 
related  to  regulatory  policy  and  whether  it  affected  credit  availability  to 
bank-dependent  borrowers.  This  paper  fills  that  gap.  The  correlation  between 
bank  shrinkage  and  capital  ratios  could  be  the  result  of  voluntary  actions  by 
undercapitalized  banks  seeking  to  improve  their  capital  ratios.  However,  we 
find  no  independent  role  for  leverage  ratios  causing  bank  shrinkage  in  the 
absence  of  formal  actions,  even  though  many  of  the  banks  not  under  formal 
actions  have  MOUs.  Apparently  a  threat  of  civil  and  criminal  penalties, 
rather  than  vague  regulations  on  bank  capital  requirements,  Is  necessary  to 
induce  banks  to  quickly  Increase  their  capital-to-asset  ratios  so  as  to  meet 
miniwjm  capital  requirements.  Thus,  the  capital  crunch  reported  in  previous 
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work  is  shown  to  have  an  explicit  regulatory  link. 

Host  recent  studies  have  looked  at  changes  in  the  stock  of  loans 
(Bernanke  and  town  1991;  Hancock  and  Wilcox  1992).  However,  a  credit  crunch 
concerns  a  reduction  in  the  flow  of  loans  (lending).  A  difference  between  the 
change  in  loans  outstanding  and  new  lending  can  occur  because  the  stock  of 
loans  is  affected  by  charge-offs,  transfers  of  foreclosed  real  estate  loans  to 
OREO,  and  net  loan  sales.  We  correct  for  these  factors  to  obtain  a  measure  of 
the  net  flow  of  new  funds  made  available  to  a  bank's  loan  customers.  We  also 
focus  on  the  categories  of  loans  that  are  most  likely  to  be  given  to  bank- 
dependent  borrowers,  rather  than  total  assets  or  total  loans  (where  loan  sales 
can  be  particularly  important). 

The  findings  indicate  an  explicit  regulatory  link  to  the  shrinkage  of 
both  bank  loan  portfolios  and  bank  lending.  The  shrinkage  that  occurs  as  a 
result  of  formal  actions  is  not  only  statistically,  but  al so  .economically, 
significant.  And,  this  shrinkage  is  in  addition  to  any  bank  shrinkage  due  to 
weak  loan  demand  associated  with  weakness  in  the  overall  economy. 

The  pattern  of  bank  balance  sheet  shrinkage  is  also  important.  The 
shrinkage  is  not  concentrated  in  securities  holdings;  loans  are  declining. 
More  importantly,  a  large  share  of  the  shrinkage  occurs  in  the  bank-dependent 
loan  category,  and  the  shrinkage  is  in  lending  as  well  as  loans  already  held 
in  the  bank's  portfolio.  Because  formal  actions  have  been  particularly 
widespread  in  New  England,  including  most  of  the  largest  lenders  in  the 
region,  and  these  are  the  loans  with  few  nonbank  alternatives,  bank-dependent 
borrowers  who  have  traditional  banking  relationships  severed  may  have  great 
difficulty  finding  new  financing.  Because  so  many  bank  loans  are  generated 
locally,  and  because  informational  and  regulatory  impediments  deter  the 
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transfer  of  bank  capital  and  credit  across  regions,  our  evidence  suggests  that 
New  England  did  suffer  from  a  regulatory- Induced  credit  crunch. 
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Footnotes 

1.  The  linkage  between  the  banking  sector  and  reduced  credit  availability 
emanating  from  a  capital  crunch  differs  from  earlier  episodes  typically 
characterized  as  credit  crunches.  Previous  credit  crunches  have  been 
associated  with  financial  dis intermediation  rather  than  a  shortage  of  bank 
capital  (see,  for  example.  Wojnilower  1980,  1985). 

2.  Hancock  and  Wilcox  (1992)  incorporate  an  adjustment  process  whereby  banks 
adjust  actual  capital  to  its  desired  level,  even  though  that  level  may  differ 
from  the  required  minimum.  In  fact,  some  banks  consistently  maintain  capital- 
to-asset  ratios  well  above  the  regulatory  minimum.  Baer  and  McElravey  (1992) 
point  out  that  in  the  presence  of  deposit  insurance,  banks  should  not  have  an 
incentive  to  quickly  restore  capital,  since  their  cost  of  liabilities  is 
unaffected  by  their  financial  position. 

3.  For  both  the  tier  1  and  the  total  risk-based  capital  standards,  government 
securities  are  assigned  a  zero  weight,  government-sponsored  agency  securities 
a  20  percent  weight,  residential  mortgages  a  50  percent  weight,  and  loans  not 
elsewhere  included  (for  example,  commercial  real  estate  loans,  commercial  and 
industrial  loans,  loans  to  individuals)  a  100  percent  weight.  Both  ratios 
also  weight  off-balance-sheet  assets.  The  ratios  differ  in  their  definitions 
of  capital.  Tier  1  capital  includes  equity  capital,  while  total  risk-based 
capital  includes  tier  1  capital  plus  subordinated  debt  and  a  portion  of  loan 
loss  reserves.  The  details  of  the  calculation  of  Tier  1  and  total  capital 
differ  somewhat  by  regulatory  agency.  See.  for  example,  12  C.F.R  §  325. 

4.  Regulators  also  have  indirect  methods  of  forcing  banks  to  improve  their 
capital  position.  Banks  that  are  low  on  capital,  but  are  not  so  impaired  as 
to  require  legal  sanctions,  may  be  denied  authorization  to  acquire  new 
institutions  or  to  engage  in  new  nonbank  activities  without  first  improving 
their  capital  position.  In  addition,  the  early  intervention  provision  in  the 
Federal  Deposit  Insurance  Corporation  Improvement  Act  (FDICIA)  places 
constraints  on  the  worst-capitalized  institutions.  However,  most  institutions 
would  be  subject  to  regulatory  actions  well  before  the  capital  provisions  of 
FDICIA  affect  them. 

5.  Cease  and  desist  orders  are  normally  considered  somewhat  more  punitive  than 
formal  agreements.  In  our  sample,  all  formal  actions  by  the  FDIC  were  cease 
and  desist  orders  and  all  OCC  formal  actions  were  formal  agreements. 

6.  The  Federal  Reserve  did  have  formal  actions  with  holding  companies  whose 
bank  subsidiaries  were  under  formal  actions  with  either  the  FDIC  or  the  OCC. 

7.  The  old  definition  of  capital,  referred  to  as  primary  capital,  was 
principally  composed  of  equity  capital,  goodwill,  and  allowance  for  loan  and 
lease  losses,  divided  by  the  sum  of  the  quarterly  average  of  assets  and  the 
allowance  for  loan  and  lease  losses  minus  goodwill.  (See  Regulation  Y, 
appendix  B,  pages  58-59  for  more  details.) 
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8.  An  examination  of  11  confidential  capital  plans  (the  four  included  in 
Table  1  plus  seven  from  smaller  New  England  banks)  also  found  the  6  percent 
leverage  ratio  to  be  the  most  common  target. 

9.  Thus,  banks  are  given  the  perverse  incentive  to  originate  risky  rather 
than  safe  loans  in  an  effort  to  generate  a  high  enough  expected  return  to 
justify  the  bank  capital  tied  up  by  the  loan. 

10.  We  use  multifamily  residential  to  refer  to  buildings  with  five  or  more 
units,  that  is,  total  residential  mortgages  less  those  on  one-  to  four-family 
residences.  Thus,  the  bank-dependent  category  includes  commercial  and 
industrial  loans  plus  total  real  estate  loans  less  one-  to  four-family 
residential  mortgages. 

11.  Large  banks  account  for  75  percent  of  all  bank  assets  in  New  England.  We 
concentrated  on  large  institutions  because  the  bank  structure  information  and 
the  formal  actions  were  often  not  available  for  small  banks,  and  frequently 
these  institutions  are  too  small  to  provide  significant  business  credit.  For 
example,  a  $300  million  institution  with  5  percent  capital  that  did  not  exceed 
the  concentration  guidelines  of  15  percent  of  its  capital  could  not  issue  a 
loan  to  one  borrower  in  excess  of  $2.25  million. 

12.  Because  the  empirical  estimation  attempts  to  explain  the  change  over  time 
in  a  bank's  asset  holdings,  it  is  important  that  the  data  series  be  consistent 
across  time.  For  example,  if  bank  A  acquires  bank  B  during  our  sample  period, 
we  would  need  to  force  merge  the  two  banks'  data  for  the  periods  preceding  the 
acquisition  so  that  the  data  series  would  consistently  reflect  the  activities 
of  the  consolidated  bank  (A+B).  Otherwise,  the  differenced  asset  series  would 
show  a  jump  for  the  quarter  of  the  acquisition  that  reflected  bank  A  becoming 
bank  (A+B)  rather  than  an  increase  in  lending  activity. 

13.  Ideally,  we  would  want  the  inflow  of  assets  into  the  OREO  category  rather 
than  the  change  in  OREO  assets.  However,  sales  from  the  OREO  category  are  not 
included  in  the  call  report  data. 

14.  The  important  point  here  is  that  the  need  to  raise  its  capital-to-asset 
ratio  places  pressure  on  a  bank's  balance  sheet,  not  necessarily  on  its  flow 
of  new  lending.  The  bank  could  shrink  its  portfolio  of  loans  while  continuing 
to  meet  the  borrowing  needs  of  its  current  loan  customers  by  selling  loans  (or 
participations  in  loans).  Thus,  both  loans  held  and  loans  originated  are  of 
interest.  For  regulatory  purposes,  the  emphasis  is  on  the  bank's  balance 
sheet,  and  for  credit  crunch  issues,  the  emphasis  is  on  new  lending.  In 
practice,  when  a  bank  comes  under  a  formal  action,  new  lending  as  well  as 
loans  held  in  the  bank's  portfolio  decline,  although  not  necessarily  with  the 
same  timing  or  to  the  same  degree. 

15.  Large  companies  can  generally  borrow  directly  from  the  credit  markets  by 
issuing  commercial  paper  or  corporate  bonds,  or  by  taking  out  large  loans  from 
banks  outside  the  local  area  or  nonbanks,  such  as  pension  funds  or  life 
insurance  companies.  Thus,  because  the  largest  borrowers  in  each  of  these 
categories  are  likely  to  have  access  to  national  credit  markets,  only  a 
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portion  of  loans  in  these  categories  are  made  to  truly  bank-dependent 
borrowers.  However,  because  a  disproportionate  share  of  borrowers  at  banks 
are  likely  to  be  bank  dependent,  significant  shrinkage  by  banks  is  likely  to 
include  bank-dependent  borrowers.   Unfortunately,  lending  data  by  size  of 
borrower  are  not  available. 

16.  The  first  quarter  is  very  highly  correlated  with  the  total  for  the 
calendar  year  1989.  To  use  the  1988  value,  we  would  be  required  to 
incorporate  bank  structure  changes  for  1988  as  well,  further  reducing  the 
number  of  banks  that  could  be  included  in  our  "clean"  sample. 

17.  Charge-offs  on  bank-dependent  real  estate  loans  were  calculated  as  total 
real  estate  loan  charge-offs  less  those  on  one-  to  four-family  mortgages. 
Because  charge-offs  for  the  components  of  real  estate  loans  are  not  available 
prior  to  1991:1,  they  were  constructed  using  the  average  ratio  of  charge-offs 
on  one-  to  four-family  mortgages  to  the  level  of  one-  to  four-family  mortgages 
for  each  individual  bank  based  on  the  six  quarters  of  available  data.  For 
observations  prior  to  1991:1,  the  ratio  was  multiplied  by  the  level  of  one-  to 
four-family  mortgages  to  obtain  charge-offs  on  one-  to  four-family  mortgages. 
We  included  the  portion  of  OREO  not  categorized  as  one-  to  four-family  houses. 
However,  the  OREO  category  is  not  disaggregated  prior  to  1992:1.  For 
observations  prior  to  1992:1,  we  applied  the  average  proportion  for  each  bank, 
based  on  the  two  available  observations,  to  the  observed  level  of  total  OREO. 

18.  The  call  report  data  include  loan  sales  of  commercial  and  industrial  loans 
with  no  recourse,  but  do  not  include  recourse  loans  or  sales  of  construction, 
multifamily  residential,  or  commercial  real  estate  loans.  However,  these 
latter  three  categories  are  not  generally  sources  of  large  quantities  of  bank 
loan  sales. 

19.  Using  the  notation  in  equation  2,  this  is  calculated  as 

Oj  +  (Oj  -  aJ*K/A. 
In  this  case,  the  calculation  would  be  -3.800  +  (.517  -  .108)*4  =  -2.164. 

20.  We  solve  for  the  value  of  the  leverage  ratio  where  the  impact  on  asset 
growth  on  banks  with  formal  actions  is  the  same  as  on  those  without.  That  is, 
the  value  of  the  leverage  ratio  that  is  obtained  from  solving: 

ttj  +  a,*K/A  -  a4*K/A, 
where  a^,   Sj,  and  a^   correspond  to  the  equation  2  notation,  and  their 
estimated  values  from  column  1  in  table  5  are  used. 

21.  Most  institutions  required  to  satisfy  a  6  percent  leverage  ratio  will  find 
this  much  more  binding  than  the  risk-based  standards.  Substitution  of 
securities  for  loans  will  relieve  a  binding  risk-based  capital  ratio,  but  will 
do  nothing  to  relieve  a  binding  leverage  ratio.  Thus,  faced  with  a  binding 
leverage  ratio,  any  Increase  In  securities  requires  Institutions  to  reduce 
loans  even  more. 

22.  These  differences  occur  even  though  many  of  the  institutions  without 
formal  actions  have  HOUs,  which  also  require  (but  not  as  forcefully) 
improvements  in  the  leverage  ratio.  Thus,  If  anything,  the  differences 
between  the  estimated  coefficients  on  the  leverage  ratio  with  and  without  a 
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formal  action  would  be  larger  if  MOUs  were  explicitly  taken  into  account. 

23.  Net  loan  sales  and  purchases  significantly  increase  the  variance  of  the 
bank-dependent  loan  series.  Many  banks  do  not  sell  or  purchase  loans.  For 
these  institutions,  BDN  and  BDNS  are  equivalent.   For  those  who  do  it 
infrequently,  the  sales  and  purchases  are  lumpy,  causing  a  large  single- 
quarter  change.   In  addition,  many  of  the  loan  sales  are  between  affiliates  of 
the  same  holding  company.   Binding  capital  ratios  would  encourage  institutions 
to  sell  loans  from  their  weakly-capitalized  subsidiaries  to  their  better- 
capitalized  subsidiaries. 
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Table  2 
Number  and  Asset  Value  of  Large*  New  England  Banks  by  1992:11  Status 


Failed" 

Solvent 
with  Formal  Action 
with  No  Formal  Action 

Mergers 

Totals , .    

"Large  banks  are  those  FDIC-insured  banks  with  assets  greater  than  S300  million  as  of  the 

1989:1  call  report. 

"Assisted  mergers  were  counted  as  failures. 

'Asset  values  in  1992:11  include  assets  acquired  through  unassisted  mergers  and 

acquisitions  of  failed  bank  assets.  Thus,  comparisons  with  the  corresponding  1989:1  asset 

levels  would  overstate  (understate)  growth  (shrinkage)  on  a  same-institution  basis. 


1989:1 
Number 

1989:1 
($)  A?sets 

1992:11 
(i)   Assets' 

38 

52,175,871 

96 
28 
68 

143,677,243 
73,154,930 
70,522,313 

174,908,742 

70,656,244 

104,252,498 

16 

12,897,259 

150 

208,750,373 

174,908,742 
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Tabit  3 

Distribution  of  Banks  and  Assets  by  Leverage  Ratio  for 

large*  New  England  Banfcs  with  Forwal  Regulatory  Actions 

Asset  Value 

ttMinionsl 

17.3S4 

12,0S3 

28.720 

30,586 

12.303 

3.321 

5.3S1 

0 

1.04S 

1.328 

Total  SO  112.062 

'Large  banks  are  those  FOIC- insured  Institutions  with  assets  greater  than  S300 
■ill ion  as  of  1989:1  call  reports. 

leverage  ratios  and  asset  values  coaputcd  froa  call  report  data  for  the 
quarter  containing  the  end  of  the  bank  exaalnatlon  preceding  fonul  action. 


Leverage  Ratio* 

Banks 

(Percent! 

IMurteci 

<4.0 

14 

4.0-4.S 

4.S-5.0 

S.O-S.S 

5.S-6.0 

6.0-6.5 

6.5-7.0 

7.0-7.5 

7.5-8.0 

>8.0 
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This  memorandum  responds  to  a  request  by  the  House  Committee  on 
Banking,  Finance  and  Urban  Affairs  for  the  Congressional  Budget  Office 
(CBO)  to  provide  data  on  the  financial  condition  of  banks  and  recent  changes 
in  bank  lending  by  region.  It  also  examines  differences  in  behavior  between 
strong  and  weak  banks  with  respect  to  their  willingness  to  increase 
conunerdal  and  industrial  lending  as  opposed  to  holding  other  assets,  namely 
U.S.  Treasury  securities. 

The  memorandum  was  written  by  Thomas  J.  Lutton  of  CBO's  Natural 
Resources  and  Commerce  Division,  under  the  direction  of  Elliot  Schwartz  £tnd 
Jan  Paul  Acton.  Michael  Crider  and  Aaron  Zeisler  provided  research 
assistance.  Philip  Bartholomew,  Jim  Blum,  and  Kim  Kowalewski  provided 
usefiil  comments.  Questions  about  the  analysis  should  be  addressed  to  Elliot 
Schwartz  at  (202)  226-2940. 
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INTRODUCTION  AND  SUMMARY 


The  analysis  presented  in  this  memorandum  supports  the  conclusion  that 
strong  banks  as  a  group  continued  to  make  loans  throughout  the  period  from 
the  beginning  of  1990  through  the  second  quarter  of  1992  (1992:ii),  while 
weak  banks  cut  back  on  lending.'  To  the  extent  that  recent  regulation  and 
legislation  have  strengthened  the  banking  system,  they  are  more  likely  to  have 
increased  the  ability  of  banks  to  support  an  economic  recovery  than  to  have 
hampered  it. 

The  analysis  in  this  memorandum  focuses  on  a  cohort  of  institutions 
operating  throughout  the  1990-1992:ii  period.  This  cohort,  or  subset,  excludes 
institutions  that  were  merged  or  resolved  or  that  entered  the  industry  during 
the  period.^  The  share  of  weak  banks  in  the  cohort  varied  by  region,  and 
regions  with  high  concentrations  of  weak  banks  were  most  likely  to  experience 
decreased  commercial  and  industrial  lending  and  total  lending  (see  Table  1). 
Banks  in  all  regions  increased  holdings  of  U.S.  Treasury  securities  during  this 
period  and,  with  the  exception  of  banks  in  New  England,  increased  real  estate 
lending. 


For  a  dermition  of  ctrong  and  weak  banks,  tec  page  7. 

Nationally.  88  percent  of  all  banks  insured  by  the  Bank  Insurance  Fund  are  included  in  the  cohort.  This 
percentage  varies  consaderably  by  region  and  by  group  (see  Tables  2  through  9). 
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From  1990  through  1992:ii,  the  average  annual  rates  of  growth  in  total 
loans  were  positive  for  strong  banks  in  the  cohort,  and  negative  for  weak 
banks,  in  all  regions.  For  the  nation  as  a  whole,  lending  by  strong  banks 
increased  over  the  period  by  approximately  3.1  percent  a  year,  on  average; 
lending  by  weak  banks  decreased  at  an  average  annual  rate  of  3.6  percent 
(see  Table  2).  Although  total  bank  lending  from  the  cohort  increased  by  an 
average  of  1.1  percent  per  year  from  1990  to  1992:ii,  lending  fell  during  both 
the  1991  and  1992:i-1992:ii  subperiods  because  the  growth  at  strong  banks  was 
more  than  offset  by  substantial  declines  at  weak  banks. 

Nationwide,  the  vast  majority  of  banks  (about  85  percent)  are  now 
financially  strong  and  expanding,  but  conditions  vary  considerably  by  region 
(see  Tables  3  through  9).'  For  example,  strong  banks  account  for  only  61.5 
percent  of  banks  and  59.2  percent  of  bank  assets  in  New  England;  but  strong 
banks  in  the  Central  United  States  account  for  93.7  percent  of  all  banks  and 
98.1  percent  of  bank  assets. 

Variability  in  regional  concentrations  of  strong  and  weak  banks  within 
the  cohort  contributes  to  variability  in  the  growth  of  total  loans  and  loan 
subcategories  by  region.  During  some  subperiods  and  in  some  regions- 
namely  New  England,  the  Mid-Atlantic,  the  Southwest,  and  the  West--both 


Regions  of  the  United  States  are  defined  in  Tables  3  through  9. 
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strong  and  weak  banks  were  reducing  their  lending/  In  general,  however, 
regions  that  have  a  large  proportion  of  weak  banks  show  decreased  bank 
lending,  and  regions  with  predominately  strong  banks  show  increased  lending. 

The  data  on  total  loans  mask  changes  in  banks'  portfolios.  For  the 
entire  United  States,  the  amount  of  outstanding  commercial  and  industrial 
(C&I)  loans  held  by  both  strong  and  weak  banks  in  the  cohort  declined  from 
1991  through  1992:ii.  The  average  annual  rate  of  decline  of  C&I  loans  was 
7.7  percent  at  weak  banks,  compared  with  1.4  percent  at  strong  banks.  Real 
estate  loans,  which  sometimes  substitute  for  commercial  and  industrial  loans, 
from  strong  banks  in  the  cohort  increased  by  9.9  percent  over  the  1990-1992:ii 
period,  although  such  loans  from  weak  banks  in  the  cohort  fell  by  1.3 
percent.*  Banks'  holdings  of  U.S.  Treasury  securities  increased  substantially 
at  both  strong  and  weak  banks  in  all  regions~at  an  average  aimual  rate  of 
over  25  percent  nationally  for  all  banks  over  the  entire  period. 


Reduced  lending  was  accampanied  by  banks  either  shrinking  loul  assets  or  switching  from  lending  to 
investing  in  govcnuneat  tecvrities. 

Many  banks  have  changed  their  lending  ptactioes  so  that  cooimerciat  and  industrial  loans  are  required  to 
be  collateralized  by  real  estate.  Because  kMns  are  dassified  according  to  their  collateral  rather  than  their 
use,  some  of  the  dedine  ia  C&I  loans,  and  the  increase  in  real  estate  loans,  is  attributable  to  the  change 
in  lending  practice. 
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INTERPRETING  THE  RESULTS 


The  existence  of  reduced  bank  lending  and  its  causes  are  hotly  debated  topics 
among  bank  analysts.  The  data  presented  here  tell  very  little,  if  anything, 
about  the  causes  of  decreased  lending.  These  data  confirm,  however,  that 
bank  lending,  particularly  C&I  lending,  has  declined  in  some  regions  of  the 
United  States  during  some  periods  over  the  past  four  years.  In  general, 
regions  with  a  high  proportion  of  weak  banks  show  overall  declines  in  bank 
lending;  regions  with  a  very  small  proportion  of  weak  banks  show  increased 
bank  lending. 

Decreased  lending  can  occur  for  a  variety  of  reasons.  It  can  reflect  a 
reduction  in  the  demand  for  bank  loans  that  typically  occurs  during  a 
recession.  Reduced  lending  in  regions  that  have  suffered  economic  reverses 
over  the  past  few  years  may  be  a  result  of  such  reduced  demand  for  bank 
loans.  Reduced  bank  lending,  however,  can  also  reflect  a  contraction  in  the 
supply  of  bank  lending.  This  can  result  from  normal  market  incentives  or 
from  tighter  government  regulation  and  supervision  that  would  lead 
undercapitalized  banks  to  rebuild  capitalization  by  downsizing.*  It  could  also 
result  from  tighter  regulation  and  supervision-designed  to  protect  the  Bank 


A  weakly  capitalized  institution  can  increase  capitalization  by  either  increasing  capital  or  downsizing  assets. 
Downsizing  does  not  require  that  the  bank  add  to  its  capital.  The  bank  can  either  sell  some  assets  or  not 
make  new  loans  as  maturing  loans  arc  paid  off.    It  then  uses  the  cash  to  pay  off  some  of  its  liabilities. 
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Insurance  Fund  (BIF)  from  losses  resulting  from  failures  of  weak  institutions- 
that  cause  banks  to  switch  from  lending  to  holding  less  risky  government 
securities.  Holding  such  securities  not  only  improves  a  bank's  capital  position 
but,  with  the  current  low  interest  rates,  also  provides  significant  income. 

The  financial  and  economic  literature  generally  concludes  that  bank 
loans  appear  to  have  fallen  by  an  imusual  amount  in  the  past  two  years  or  so. 
Survey  data  suggest  that  small  businesses,  which  depend  on  bank  financing, 
have  had  some  trouble  securing  credit  in  recent  years,  despite  the  availability 
of  nonbank  sources  of  credit  The  data  presented  in  this  memorandum 
indicate  that  the  availability  of  bank  loans  in  any  region  of  the  country  is 
likely  to  be  associated  with  the  number  and  size  of  weak  banks  in  that  region. 
Specifically,  those  areas  containing  a  large  percentage  of  weak  banks, 
particularly  New  England,  the  Mid-Atlantic,  and  the  Southwest,  probably 
suffered  the  most  from  the  financial  problems  of  the  banking  industry. 
Conversely,  regions  with  a  proportionally  large  number  of  strong  banks,  such 
as  the  Central  and  Midwest  regions,  are  less  affected  by  reduced  bank 
lending. 

A  significant  change  in  recent  years  is  the  substantial  increase  in  banks' 
holdings  of  Treasury  securities.  The  data  on  growth  rates  for  such  holdings 
for  the  cohort  of  both  strong  and  weak  institutions  are  consistent  with  other 
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reports  that  show  a  large  increase  in  the  share  of  Treasury  securities  in  banks' 
portfolios.  No  clear  pattern  emerges  to  distinguish  between  the  holdings  of 
weak  and  strong  banks  across  regions.  Furthermore,  it  is  unclear  how  much 
of  the  increase  in  government  securities  held  by  banks  is  attributable  to  the 
current  wide  gap  between  borrowing  and  lending  rates,  and  how  much  to 
efforts  by  banks  to  meet  anticipated  risk-based  capital  requirements.' 
Nonbank  financial  institutions  have  also  increased  their  holdings  of 
government  securities  during  this  period,  suggesting  that  the  yield  spread  and 
not  government  regulation  and  supervision  plays  the  major  role  in  the  desire 
of  financial  institutions  to  hold  these  securities. 

Finally,  financial  analysis  suggests  that  relaxing  capitalization  standards 
for  strong  institutions  would  have  little  effect  on  their  lending.  These 
institutions  are  not  now  constrained  by  capital  standards;  loosening  standards 
would  not  be  likely  to  affect  their  levels  or  proportion  of  lending.  The 
opposite  is  true  for  capitally  constrained  banks.  These  institutions  would 
increase  their  lending  if  regulators  relaxed  their  capital  constraints  and  other 
safety  and  soundness  regulations  that  may  impede  their  making  loans.  Lacking 
firm,  prudent  supervision,  however,  weak  banks  might  have  an  incentive  to 


Because  government  securities  are  deemed  to  have  less  risk  of  default  than  other  types  of  bank  investments, 
banks  with  greater  proportions  of  investment  in  government  securities  are  considered  less  risky.  Although 
this  assumption  ignores  interest  rale  risk,  newly  implemented  nsk-based  capital  requirements  for  banks 
require  less  capital  to  be  held  against  investment  in  government  securities  than  against  investment  in 
lending. 
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undertake  riskier  lending,  which  could  result  in  more  costly  bank  failures  and 
create  additional  claims  on  the  Bank  Insurance  Fund. 


ANALYTIC  METHOD  AND  REGIONAL  DATA 

To  comply  with  the  committee's  request,  the  Congressional  Budget  Office 
(CBO)  divided  all  BIF-insured  commercial  and  savings  banks  into  two  groups 
(strong  and  weak)  based  on  several  criteria  as  reported  at  the  end  of  the 
second  quarter  of  1992.  Banks  that  met  the  following  criteria  were  labeled 
strong: 

o         nonperforming  loans  and  other  real  estate  (ORE)   held 
composing  less  than  8  percent  of  total  loans  and  ORE; 

o         a  primary  capital  ratio  of  more  than  55  percent;  and 

o         positive  earnings  for  the  first  two  quarters  of  1992. 

All  other  banks  were  labeled  %veak.  Interestingly,  this  breakdown  roughly 
approximates  the  number  of  banks  and  the  associated  assets  of  categories 
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used  by  the  Federal  Deposit  Insurance  Corporation  for  financially  sound 
banks  (CAMELs  1  and  2)  and  weaker  banks  (CAMELs  3,  4,  and  5). 

CBO  calculated  growth  rates  for  assets,  loans,  and  securities  for  cohorts 
of  institutions  that  exclude  resolved  and  merged  banks  and  banks  that  entered 
the  industry  after  1989.  Calculations  based  on  these  cohorts  allow  a  clearer 
interpretation  of  changes  and  differences  in  growth  rates. 


New  England  Region 

The  New  England  region  has  a  relatively  large  number  of  weak  banks  (see 
Table  3).  Approximately  39  percent  of  the  banks-holding  41  percent  of  the 
region's  banking  assets-fell  into  the  weak  category  as  of  1992:ii.  Banks  in  the 
weak  cohort  decreased  their  total  loans  by  an  average  of  4.6  percent  a  year 
and  decreased  their  commercial  and  industrial  loans  by  an  average  of  6.9 
percent  a  year  during  the  1990-1992:ii  period.  The  cohort  of  strong  banks 
showed  no  net  change  in  total  loans  over  the  period,  but  C&I  loans  decreased 
at  an  average  annual  rate  of  4.4  percent. 
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Total  loans  in  the  region  declined  at  an  average  annual  rate  of  2.4 
percent  during  the  period;  C&I  loans  declined  at  an  average  annual  rate  of 
5.6  percent.  Both  strong  and  weak  New  England  banks  increased  their 
purchases  of  U.S.  Treasury  securities  during  this  period,  with  strong  banks 
increasing  their  holdings  slightly  less  than  weak  banks.  Strong  banks, 
however,  decreased  Treasury  holdings  during  the  first  half  of  1992. 


Mid-Atlantic  Region 

The  Mid-Atlantic  region  has  percentages  of  strong  and  weak  banks  (84.5 
percent  and  15.5  percent,  respectively)  that  are  close  to  the  national  average 
(see  Table  4).  However,  the  assets  held  by  weak  banks  in  the  Mid-Atlantic 
are  a  much  larger  share  of  the  total:  overall,  weak  banks  hold  22.4  percent  of 
bank  assets  and  22.6  percent  of  total  bank  loans  in  the  region.'  The  assets 
of  weak  banks  contracted  at  an  average  annual  rate  of  3.2  percent  during  the 
period;  those  of  strong  banks  expanded  at  an  average  annual  rate  of  5.3 
percent. 


These  results  are  dominaled  pnmarily  by  a  few  money-center  banks  in  New  York. 
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The  strong  bank  cohort  increased  lending  by  an  average  of  1.7  percent 
a  year,  and  the  weak  bank  cohort  reduced  loans  by  an  average  of  5.7  percent 
a  year.  C&I  loans  declined  for  all  banks  and  declined  substantially  for  banks 
in  the  weak  cohort,  decreasing  at  an  average  annual  rate  of  13.9  percent. 
Real  estate  loans  continued  to  grow  for  strong  banks,  but  such  growth  was 
slight  for  weak  banks.  All  banks  increased  their  holdings  of  Treasury 
securities,  although  there  were  substantial  differences  between  banks  in  the 
strong  and  weak  cohorts.  Holdings  of  Treasury  securities  increased  at  an 
annual  average  rate  of  36.6  percent  at  strong  banks  and  69.3  percent  at  weak 
banks. 


Southeastern  Region 

Banks  in  the  Southeastern  region  are  considerably  stronger  than  the  U.S. 
average  (see  Table  5).  Weak  banks  in  the  Southeast  held  only  5  percent  of 
the  region's  bank  assets.  Strong  banks  made  about  95  percent  of  total  loans, 
96  percent  of  C&I  loans,  and  95  percent  of  real  estate  loans.  Overall  bank 
lending  increased  during  the  1990-1992:ii  period  because  growth  in  lending 
from  the  strong  banks  heavily  outweighed  declines  in  lending  from  the  weak 
ones.  Both  groups  of  banks  increased  their  holdings  of  government  securities: 
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banks  in  the  strong  cohort  increased  Treasury  holdings  by  44.5  percent,  and 
banks  in  the  weak  cohort  increased  holdings  by  10.8  percent. 


Central  Region 

Only  6.3  percent  of  banks  in  the  Central  region  are  weak;  they  hold  1.9 
percent  of  the  region's  bank  assets  (see  Table  6).  The  strong-bank  cohort 
increased  total  lending,  C&I  lending,  and  real  estate  lending  for  the  1990- 
1992:ii  period,  and  the  weak-bank  cohort  decreased  total  lending  and  C&I 
lending.  Weak  banks  modestly  increased  real  estate  lending  during  this 
period.  Both  types  of  banks  increased  their  holdings  of  Treasury  securities. 

Because  the  Central  region  is  predominately  composed  of  strong  banks, 
total  lending  and  C&I  lending  generally  increased  over  the  period,  except 
during  1991,  when  C&I  lending  dropped  for  both  strong  and  weak  banks. 
This  drop  accounts  for  the  total  decline  in  C&I  lending  by  the  end  of  the 
period. 
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Midwestern  Region 

The  Midwestern  region  comprises  mostly  strong  banks,  which  account  for  92.3 
percent  of  the  banks  in  the  cohort  and  94.7  percent  of  bank  assets  (see  Table 
7).  Strong  banks  hold  94.5  percent  of  total  bank  loans.  Total  bank  lending 
from  the  cohort  of  strong  and  weak  banks  increased  for  the  region  at  an 
average  annual  rate  of  2.9  percent.  The  strong-bank  cohort  increased  total 
lending  at  an  average  rate  of  3.4  percent  armually,  and  the  weak-bank  cohort 
decreased  total  lending  at  an  average  rate  of  4.5  percent  a  year.  Strong  banks 
in  the  region  began  to  increase  C&I  lending  during  the  first  half  of  1992  after 
decreasing  their  holdings  of  C&I  loans  during  the  peak  of  the  recession  in 
1991.  Real  estate  lending  from  the  strong  banks  has  continued  to  grow  at  an 
average  annual  rate  of  more  than  14  percent,  although  real  estate  lending 
from  the  weak-bank  cohort  contracted  at  an  annual  rate  of  2.8  percent.  Both 
strong  and  weak  banks  have  expanded  their  holdings  of  Treasury  securities. 


Southwestern  Region 

The  Southwestern  region  bears  a  closer  resemblance  to  the  New  England  and 
Mid-Atlantic  regions  in  terms  of  the  proportion  of  strong  and  weak  banks  in 
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the  cohort  than  it  does  to  other  regions  (see  Table  8).  Weak  banks  account 
for  23.2  percent  of  all  banks  and  hold  37.3  percent  of  bank  assets. 

The  cohort  of  strong  banks  in  the  Southwestern  region  increased  total 
loans  by  an  average  of  0.9  percent  a  year,  but  the  weak-bank  cohort  decreased 
total  lending  by  33  percent,  resulting  in  an  overall  decrease  in  lending  of  0.8 
percent  a  year,  on  average,  throughout  the  period.  The  amount  of  C&I  loans 
held  by  strong  and  weak  banks  decreased  throughout  the  1990-1992:ii  period. 
Both  strong  and  weak  banks  increased  Treasury  acquisitions  between  1990 
and  1992:ii.  Over  the  first  half  of  1992,  strong  banks  increased  U.S.  Treasury 
acquisitions  by  23  percent,  and  weak  banks  decreased  their  Treasury  holdings. 


Western  Region 

Weak  banks  account  for  22.8  percent  of  all  banks  in  the  Western  region  (see 
Table  9).  The  assets  held  by  these  banks,  however,  represent  a 
disproportionately  large  share  of  the  region's  bank  assets~40  percent.  The 
pattern  of  growth  in  total  loans  and  other  assets  among  the  strong  and  weak 
cohorts  is  similar  to  that  of  other  regions.  But  major  mergers  in  the  past  two 
years  have  substantially  reduced  the  number  of  banks  in  the  weak  cohort  and 
may  affect  the  calculated  growth  rates  shown  in  Table  9. 
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The  strong-bank  cohort  increased  total  loans  at  an  average  annual  rate 
of  3.0  percent;  the  weak-bank  cohort  decreased  loans  at  an  average  annual 
rate  of  2.8  percent.  Both  groups  combined  to  increase  total  loans  by  nearly  2.0 
percent.  Both  groups,  however,  continue  to  decrease  their  holdings  of  C&I 
loans-though  more  so  for  the  weak  cohort  than  the  strong.  The  drop  in  C&I 
loans  for  the  region  as  a  whole  was  very  large  for  the  first  half  of  1992~more 
than  8.3  percent.  This  reduction  exceeds  the  percentage  declines  in  the  New 
England,  Mid-Atlantic,  and  Southwestern  regions  and  may  indicate  that 
banking  problems  in  the  Western  region  are  not  yet  over. 
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TABLE  1.           CHANGES  IN  THE  GROWTH  OF  BANK  LENDING  AND  TREASURY 

SECURITIES  HELD.  BY  REGION* 

Peroeatagc 

of  Baaks 

Average  Aaaual 

Classified  as  Weak^ 
By                  By 

Growth  Rates,  1990-1992:ii 

Real 

Number  of 

Value  of 

Total 

C&I 

Estate       U.S 

.Treasury 

lastitHtiaas 

Assett 

Loaas 

Loaas 

Loaas          Securities 

Regions  with  High 

Coacentntioat  of  Weak  Baaia 

NewEagbad 

38^ 

40J 

-Z4 

-Sj6 

•02 

17.9 

Kfid-Atlaalic 

IS5 

22.4 

-OJ 

■62 

7.4 

423 

Soulhwest 

23a 

373 

-0.8 

-53 

3.2 

24J 

West 

2U 

40j0 

L9 

-i9 

8.7 

24.8 

Regioas  with  Low 

Cooceatntioas  of  Weak  Baaks 

Southeast 

0.4 

AS 

4.9 

1.4 

9j6 

«5 

Cealral 

6J 

1.9 

4.S 

-03 

12.8 

7.2 

Midwest 

7.7 

SJ 

Z9 

-L5 

12.7 

13J> 

Total  Uaited  States 


14.7 


29.9 


1.1 


-3.1 


6j6 


25.7 


SCXnUZ:  On^iiiii 
NOIES:  MMMidiOl 


Bmttft 


timmtt 


Cftl-( 


iM«o«E:«w 


ISpnenCMd 


ital*MMt(OKE) 

fof  tiK  fini 
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TABLE  2.    DATA  ON  ALL  U.S.  BANKS  (As  of  the  second  quarter  of  1992)' 


Strong 


Weak 


Total" 


Levels  and  Shares 


Number  of  Institutions 
Share  of  Region  (Percent) 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

CommercisJ  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Real  Estate  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

U.S.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 


10358 

1,786 

12,144 

853 

14.7 

100.0 

2,564 

1,095 

3,658 

70.1 

29.9 

100.0 

93.8 

74.2 

87.9 

1,495 

679 

2,174 

68.8 

31.2 

100.0 

933 

71.8 

86.7 

326 

128 

454 

71.8 

287 

100.0 

95.6 

77.7 

90.6 

685 

276 

%1 

71.2 

28.8 

100.0 

92.7 

75.1 

87.6 

197 

45 

242 

813 

18.7 

100.0 

933 

88.7 

92.4 

Annual  Growth  Rates  for  Cohort  of  Banks  (In  percent)* 


Assets' 
1990 
1991 

1992:i-1992:ii 
1990-1992:u 


5.8  -0.6 

53  -1.9 

3.1  -1.4 

53  -13 


4.0 
33 
1.9 
3.4 


(Continued) 


891 


TABLE  2.    CONTINfUED 


Strong 


Weak 


Total" 


Total  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 

Commercial  and  Industrial  Loans'' 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 

Real  Estate  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:u 

U.S.  Treasury  Securities'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 


5.6 

-0.7 

3.8 

1.4 

-5.5 

-0.6 

1.2 

-5.8 

-0.7 

3.1 

-3.6 

1.1 

3.1 

-2.9 

1.4 

-5.7 

-12.6 

-7.5 

-13 

-9.S 

-3.4 

-1.4 

-7.7 

-3.1 

IZl 

2.5 

9.2 

8.0 

-1.9 

52 

6.0 

-7.4 

2.5 

9.9 

-O 

6.6 

5.0 

12.0 

6.1 

32.1 

39.4 

333 

32.7 

30.2 

323 

24.5 

31.9 

25.7 

SOURCE:  Congressional  Budget  OfTice  based  on  data  from  Ferguson  and  Company. 


NOTE:        Minus  sign  (-)  indicates  a  decrease  in  the  category. 


a.  Includes  all  commercial  and  savings  banks  insured  by  the  Bank  Insurance  Fund. 

b.  Strong  banks  mcci  the  following  criteria:  nonpcrforming  loans  and  other  real  estate  (ORE)  held  arc  less  than 
8  percent  of  toul  loans  and  ORE;  the  primary  capital  ratio  is  more  than  SS  percent;  and  earnings  for  the  Tirsi 
two  quarters  of  1992  art  positive.   All  other  banks  are  classified  as  weak. 

c.  The  cohort  of  banks  includes  only  those  banks  operating  as  of  June  30,  1992,  excluding  banks  that  merged  with 
other  banks  and  banks  that  were  newly  chartered  during  the  period  from  the  end  of  1989  to  June  30,  1992. 

d.  Calculated  as  a  percenugc  change  year  over  year,  annualized  for  the  half  year  I992:i-1992:ii,  and  calculated  for 
the  twt>.and.a-balf-year  period  1990-1992:ii  by  dividing  the  total  percentage  change  by  23. 


892 


TABLE  3.    DATA  ON  NEW  ENGLAND  BANKS  (As  of  the  second  quarter  of  1992)' 


Strong 


Weak 


Total" 


Levels  and  Shares 


Number  of  Institutions 
Share  of  Region  (Percent) 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Commercial  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Real  Estate  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

U^.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 


AbbuI  Gra«*th  Rales  for  Cohort  tt  Banks 


Assets' 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 


318 

199 

517 

61J 

38J 

100.0 

155 

107 

262 

59^ 

40.8 

100.0 

85.1 

99.6 

91.0 

89 

73 

162 

55.2 

44.8 

100.0 

85.0 

99J 

915 

17 

13 

30 

57.6 

42.4 

100.0 

82.4 

99.9 

89.8 

57 

51 

108 

52.8 

47.2 

100.0 

853 

99.9 

922 

12 

4 

16 

73.1 

26.9 

100.0 

70.1 

99.8 

78.1 

(ia  peroeat)* 

-0.8 

-0.6 

-0.7 

IQja 

-0.8 

4.8 

4A 

-4.9 

0.4 

4.7 

-1.5 

1.7 

(CoatiBued) 
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TABLE  3.    CONTINUED 


Strong 


Weak 


Total" 


Total  Loans'' 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 

Commercial  and  Industrial  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:u 

Real  Estate  Loans' 
1990 
1991 

1992:i-199Zii 
1990-1992:ii 

U.S.  Treasury  Securities' 
1990 
1991 

1992:i-1992:u 
1990-1992:  ii 


-zo 

-4.1 

-3.1 

12 

-3.1 

-1.0 

1.7 

-93 

-3.9 

0 

-4.6 

-2.4 

-Z5 

-5.7 

-4.1 

-8.6 

-10.4 

-9J 

-0.1 

-4.0 

-1.9 

-4.4 

-6.9 

-5.6 

-0.1 

-Z6 

-1.4 

3.7 

13 

2.4 

3.7 

-9.1 

-3.1 

22 

-23 

-0.2 

19.5 

0.7 

US 

31.7 

36.7 

33.1 

•23.0 

272 

-8.5 

15.7 

22.6 

17.9 

SOURCE  Congressional  Budget  Office  based  on  dau  from  Ferguson  and  Company. 
NOTE:       Minus  sign  (-)  indicates  a  decrease  in  the  category. 

a.  Includes  all  commercial  and  saving  banks  insured  by  the  Bank  Insurance  Fund.  The  sutes  covered  include 
Connecticut,  Maine,  MassachusetU,  New  Hampshire,  Rhode  Island,  and  Vermont. 

b.  Strong  banks  meet  the  following  criteria:  nonperforming  loans  and  other  real  estate  (ORE)  held  are  less  than 
8  percent  of  total  loans  and  ORE  the  primary  capiul  ratio  is  more  than  55  percent;  and  earnings  for  the  finl 
two  quartets  of  1992  are  positive.   All  other  banks  are  classified  as  weak. 

c.  The  cohort  of  banks  includes  only  those  banks  operating  as  of  June  30,  1992,  excluding  banks  that  merged  with 
other  banks  and  banks  that  were  newly  chartered  during  the  penod  from  the  end  of  1989  to  June  30,  1992. 

d.  Calculated  as  a  percentage  change  year  over  year,  annualized  for  the  half  year  1992:i-1992:ii,  and  calculated  for 
the  two-and-a-half-year  period  1990-1992:ii  by  dividing  the  total  percenugc  change  by  ZS. 
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TABLE  4.    DATA  ON  MID-ATLANTIC  BANKS  (As  of  the  second  quarter  of  1992)* 


Strong  Weak 


Total' 


Lcveb  and  Shares 


Number  of  Insthutions 
Share  of  Regioo  (Percent) 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Commercial  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Real  Estate  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

U^.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 


802 

147 

949 

843 

15J 

100.0 

407 

118 

525 

77.6 

22.4 

100.0 

943 

98.8 

95J 

250 

73 

323 

77.4 

22.6 

100.0 

93.8 

98.9 

95.0 

47 

16 

63 

74J 

25.7 

100.0 

98.7 

98.9 

98.8 

103 

43 

146 

70.7 

29J 

100.0 

94.4 

98.7 

95.6 

33 

10 

42 

77.4 

22.6 

100.0 

96J0 

98.9 

96.6 

Annual  Growth  Rales  for  Cohort  of  Banks* 


Assets' 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 


4.9 

1.7 

4.0 

7.2 

-5.0 

4.0 

13 

-9.7 

-13 

53 

-3.2 

3.0 

(Continued) 

895 


TABLE  4.    CONn>njED 


Strong 


Weak 


Total" 


Total  Loans'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:u 

Commercial  and  Industrial  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:u 

Real  Estate  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:u 

VS.  Treasury  Securities"* 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 


4^ 

-03 

3.2 

2.0 

-63 

-0.2 

-4.2 

-16.5 

-73 

1.7 

-5.7 

-03 

2.4 

-8.7 

-13 

-4.5 

-19.8 

-9.2 

-7.6 

-21.7 

-11.4 

-2.4 

-L3.9 

-6.2 

10.8 

5.7 

9.0 

122 

1.0 

8.4 

53 

-9.2 

0.6 

11.0 

0.7 

7.4 

3.9 

293 

83 

44.6 

53.1 

463 

55.1 

76.2 

59.6 

36.6 

693 

423 

SOURCE:  Congressional  Budget  OfTice  based  on  data  from  Ferguson  and  Company. 


NOTE:       Minus  sign  (-)  indicates  a  decrease  in  the  category. 


Includes  all  commercial  and  savings  banks  insured  by  the  Bank  Insurance  Fund.  The  states  covered  include 
New  York.  Delaware,  Washington,  D.C,  Maryland,  New  Jersey,  Pennsylvania,  Virginia,  and  West  Virginia. 
Strong  banks  meet  the  following  criteria:    nonperforming  loans  and  other  real  estate  (ORE)  held  are  less  than 
8  percent  of  total  loans  and  ORE;  the  primary  capital  ratio  is  more  than  5.S  percent;  and  earnings  for  Ibe  first 
two  quarters  of  1992  arc  positive.   All  other  banks  are  classified  as  weak. 

The  cohort  of  banks  includes  only  those  banks  operating  as  of  June  30,  1992,  excluding  banks  that  merged  with 
other  banks  and  banks  that  were  newly  chartered  during  the  period  from  the  end  of  1989  to  June  30,  1992. 
Calculated  as  a  percentage  change  year  over  year,  annualized  for  the  half  year  1992:i-1992:ii,  and  calculated  for 
the  two-and.a-half-year  period  1990-1992:ii  by  dividing  the  total  percentage  change  by  2.5. 
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TABLE  5.    DATA  ON  SOUTHEASTERN  BANKS  (As  of  the  second  quarter  of  1992)* 


Suong  Weak  Total' 


Levels  and  Shares 


Number  of  Institutions 
Share  of  Region  (Percent) 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Commercial  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Real  Estate  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

U^.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 


U61 

210 

L571 

86.6 

LJ.4 

100.0 

416 

21 

437 

95.2 

4.8 

100.0 

91.9 

92J 

91.9 

251 

12 

263 

953 

4.7 

100.0 

91.2 

93.0 

913 

53 

2 

55 

953 

45 

100.0 

94.0 

93J 

94.0 

Ul 

8 

tJ9 

94.6 

5.4 

100.0 

90.4 

92.7 

905 

37 

1 

38 

96.2 

3.8 

100.0 

90.2 

853 

90.0 

AbbimI  Growth  Rates  for  Cohort  of  Banks' 


Assets' 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 


9.9 

-1.8 

9.2 

6.1 

1j6 

5.8 

3.1 

-tJ.0 

22 

73 

-2.7 

6.7 

(Continued) 
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TABLES.    CONTINUED 


Strong 


Weak 


Total" 


Total  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:u 

Commercial  and  Industrial  Loans'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 

Real  Estate  Loans' 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 

U.S.  Treasury  Securities'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 


9.7 

-3.6 

8.9 

3.6 

-5.8 

3.1 

03 

-10.8 

-0.2 

5.6 

-5.6 

4.9 

8.6 

03 

8.1 

■32 

-DJ 

-3.8 

02 

-20.0 

-0.8 

2.1 

-8.8 

1.4 

13.7 

-8.2 

12.1 

9.5 

-1.0 

8.9 

3J 

-1.0 

3.2 

10.7 

-3.8 

9.6 

17J 

2.9 

16.5 

46.7 

25.1 

45.6 

45.4 

-2.6 

433 

44.5 

10.8 

42.5 

SOURCE:  Congressional  Budget  Office  based  on  data  from  Ferguson  and  Company. 
NOTE:       Minus  sign  (-)  indicates  a  decrease  in  the  category. 

a.  Includes  all  commercial  and  savings  banks  insured  by  the  Bank  Insurance  Fund.  The  states  covered  include 
Alabama,  Florida,  Georgia,  Mississippi,  North  Carolma,  South  Carolina,  Tennessee. 

b.  Strong  banks  meet  the  following  criteria:  nonperforming  loans  and  other  real  estate  (ORE)  held  are  less  than 
8  percent  of  total  loans  and  ORE;  the  primary  capital  ratio  is  more  than  5S  percent;  and  earnings  for  the  first 
two  quarters  of  1992  arc  positive.   All  other  banks  arc  dassiflcd  as  weak. 

c.  The  cohort  of  banks  includes  only  those  banks  operating  as  of  June  30,  1992,  excluding  banks  that  merged  with 
other  banks  and  banks  that  were  newly  chartered  during  the  period  from  the  end  of  1989  to  June  30,  1992. 

d.  Calculated  as  a  percenuge  change  year  over  year,  annualized  for  the  half  year  1991'i-1992:ii,  and  calculated  for 
the  two-and-a-half-year  period  1990-1992:ii  by  dividing  the  toul  percentage  change  by  2.5. 
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TABLE  6.    DATA  ON  CENTRAL  REGION  BANKS  (As  of  the  second  quarter  of  1992)* 


Levels  and  Shares 


Strong  Weak  Total^ 


Number  of  Institutions 
Share  of  Region  (Percent) 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Commercial  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent )° 

Real  Estate  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

U.S.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 


2,425 

164 

2489 

93.7 

63 

100.0 

555 

11 

566 

98.1 

1.9 

100.0 

96.1 

94.6 

96.1 

334 

6 

340 

98.2 

1.8 

100.0 

95.7 

94.6 

95.7 

91 

1 

92 

98.4 

1.6 

100.0 

97J 

93.6 

97.5 

142 

3 

145 

97.9 

Zl 

100.0 

94.8 

93.1 

94.7 

34 

1 

35 

97.8 

2.2 

100.0 

96.1 

913 

%.0 

Annual  Growth  Rates  for  Cohort  of  Banks' 


Assets 

1990 

1991 

1992:i-1992:ii 

1990-1992:ii 


5.2 

1.2 

5.1 

A5 

-33 

4.4 

2.0 

-8.0 

1.8 

4.4 

-2.4 

43 

(Continued) 
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TABLE  6.    CONTINUED 


Strong 


Weak 


Total" 


Total  Loans'" 
1990 
1991 

1992:i-1992:u 
1990-199ZU 

Commercial  and  Industrial  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:u 

Real  Estate  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 

U.S.  Treasury  Securities'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:u 


6.8 

2.0 

6.7 

X6 

-8.6 

23 

4.0 

-93 

3.7 

4.7 

-4.4 

4.5 

42 

-2.0 

4.0 

■4J8 

-23.7 

-52 

1.8 

-183 

1.5 

0 

-12.8 

-03 

13.5 

8.7 

13.4 

12.2 

1.4 

11.9 

8.4 

-7.1 

8.1 

13.1 

25 

^2A 

-8.6 

-3.9 

-8.5 

16.4 

20.4 

16J 

21.9 

-2.8 

213 

12 

5.7 

7.2 

SOURCE  Congrusional  Budget  Office  based  on  data  from  Ferguson  and  Company. 


NOTE:       Minus  sign  (-)  indicates  a  decrease  in  the  category. 

a.  Includes  all  commercial  and  savings  banks  iiuurcd  by  the  Bank  Insurance  Fund.  The  states  covered  include 
Illinois.  Indiana,  Kentucky,  Michigan,  Ohio,  and  Wisconsin. 

b.  Strong  banks  meet  the  following  cniena:  nonperforming  loans  and  other  real  esute  (ORE)  held  are  less  than 
8  percent  of  toul  loans  and  ORE;  the  pnmary  capiul  ratio  is  more  than  Si  percent;  and  earnings  for  the  first 
two  quarters  of  1992  are  positive.   All  other  banks  arc  classified  as  weak. 

c.  The  cohort  of  banks  includes  only  tho«  banks  operating  as  of  June  30,  1992,  excluding  banks  that  merged  with 
other  banks  and  banks  that  were  newly  chartered  during  the  period  from  the  end  of  1989  to  June  30,  1992. 

d  Calculated  as  a  percenuge  change  year  over  year,  annualized  for  the  half  year  1992;i-1992:ii,  and  calculated  for 

the  iwo.and-a-half-year  period  1990-1992:ii  by  dividing  the  toUl  percenuge  change  by  2.5. 
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TABLE  7.    DATA  ON  MIDWES 1  tRN  BANKS  (As  of  the  second  quarter 

of  1992)* 

Strong 

Weak 

Total' 

Levels  and  Shares 

Number  of  Institutions 
Share  of  Region  (Percent) 

2,614 
923 

217 
7.7 

2^1 
100.0 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

221 
94.7 
94J 

12 

5J 

97.8 

233 

100.0 

945 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

124 
94J 
95.1 

7 
98.6 

131 

100.0 

95J 

Commerdal  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

27 
93.5 
94J 

2 

6.5 

99X) 

29 

100.0 

94.8 

Real  Esute  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

51 
93J 
95J 

4 

65 

98.8 

55 

100.0 

95.5 

U^.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

22 
94.6 
97.6 

1 

5.4 

95.8 

23 

100.0 

97.5 

Auul  Growth  RUes  for  Cohort  of  Buks  (la  percoit)' 

Assets' 
1990 
1991 

1992:i-1992:ii 
1990-1992:u 

&6 
2.1 
0.7 
AS 

2j6 
-33 
-5.7 
•L4 

83 
1.8 
03 
4.1 

(Continued) 
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TABLE  7.    CONTINUED 


Strong 


Weak 


Total' 


Total  Loans' 
1990 
1991 

1992:1-1992:  ii 
1990-1992:ii 


Commercial  and  Industrial  Loans' 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 

Real  Estate  Loans' 
1990 
1991 

1992:i-1992:ii 
1990-1992:u 

U.S.  Treasury  Securities' 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 


5.4 

-1.8 

4.9 

0.6 

-6.6 

0.1 

4.9 

-6.6 

43 

3.4 

AS 

2.9 

2.4 

-2.0 

2.0 

-52 

-9.8 

-5.6 

05 

-11.9 

-0.4 

-1.1 

-6.7 

-1.5 

14.2 

-2.9 

12.6 

10.1 

-2.6 

9.0 

16.0 

-3.0 

14.6 

14.3 

-2.8 

12.7 

8.8 

303 

9.8 

12.0 

6.1 

11.6 

16.1 

21.2 

16.4 

12.6 

21.2 

13.0 

SOURCE:  Congressional  Budget  Office  based  on  data  from  Ferguson  and  Company. 


NOTE:        Minus  sign  (-)  indicates  a  decrease  in  the  category. 


Includes  all  commercial  and  savings  banks  insured  by  the  Bank  Insurance  Fund.  The  sutes  covered  include 

Iowa,  Kansas,  Minnesou,  Missouri,  Nebraska,  North  Dakota,  and  South  Dakota. 

Strong  banks  meet  the  following  criteria:   nonpeKorming  loans  and  other  real  esute  (ORE)  held  arc  less  than 

8  percent  of  toul  loans  and  ORE;  the  primary  capiul  ratio  is  mote  than  SS  percent;  and  earning;  for  the  nnt 

two  quarters  of  1992  are  positive.  All  other  banks  are  classiHed  as  weak. 

The  cohort  of  banks  includes  only  those  banks  operating  as  of  June  30,  1992,  excluding  banks  that  merged  with 

other  banks  and  banks  that  were  newly  chartered  during  the  period  from  the  end  of  1989  to  June  30,  1992. 

Calculated  as  a  perccnuge  change  year  over  year,  annualized  for  the  half  year  1992:i-1992:ii.  and  calculated  for 

the  two-and-a-half-year  period  1990-1992:ii  by  dtviding  the  toUl  percentage  change  by  2J>. 
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TABLE  8.    DATA  ON  SOUTHWESTERN  BANKS  (As  of  the  second  quarter  of  1992)* 


Strong  Weak     -     Total^ 


Levels  and  Shares 

Number  of  Institutions 
Share  of  Region  (Percent) 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Commercial  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Real  Estate  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

U^.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 


L,62S 

490 

2,115 

76^ 

23.2 

100.0 

193 

115 

307 

62.7 

373 

100.0 

91.4 

86.1 

89.5 

89 

57 

145 

61.0 

39.0 

100.0 

913 

86.1 

893 

19 

17 

36 

52.6 

47.4 

100.0 

93.1 

96.4 

94.7 

39 

21 

61 

64.7 

353 

100.0 

92.2 

90.9 

91.8 

23 

13 

36 

64J 

35.7 

100.0 

93J 

87.6 

913 

Annual  Growth  Rates  for  Cohort  of  Banks  (In  percent)' 


Assets' 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 


5.9 

-2.1 

23 

5j0 

-5.1 

1.0 

3S 

-5.6 

03 

53 

-4.1 

1.4 

(Continued) 
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TABLES.    CONTINUED 


Strong 


Weak 


Total" 


Total  Loans'' 
1990 
1991 

1992:i-1992:u 
1990-1992:u 

Commercial  and  Industrial  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 

Real  Estate  Loans'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:  ii 

U.S.  Treasury  Securities' 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 


0.9 

-1.9 

-0.2 

-0.7 

-6.1 

-2.8 

4.1 

-0.9 

2.2 

0.9 

-33 

-0.8 

-5.6 

-2.7 

-4.2 

-4.9 

-83 

-6.6 

-2.6 

-9.6 

-6.0 

-43 

-6.0 

-53 

0.6 

-0.7 

0.1 

3.7 

-0.6 

2.2 

lOJ 

no 

11.0 

3.9 

1.9 

3.2 

14.7 

9.4 

12.8 

28.8 

45.6 

34.5 

23.0 

-2.9 

13.4 

25.9 

22.8 

24.8 

SOURCE:  Coagiessional  Budget  OfTicc  based  on  dau  from  Ferguson  and  Company. 
NOTE:        Minus  sign  (-)  indicates  a  decrease  in  the  category. 

a.  Includes  all  commercial  and  savings  banks  insured  by  the  Bank  Insurance  Fund.  The  slates  covered  include 
Aiizona,  Arkansas,  Louisiana,  New  Mexico,  Oklahoma,  and  Texas. 

b.  Strong  banks  meet  the  following  criteria:  nonperforming  loans  and  other  real  estate  (ORE)  held  arc  less  than 
8  percent  of  total  loans  and  ORE;  the  primary  capiul  ratio  is  more  than  SS  percent;  and  earnings  for  the  fust 
two  quarters  of  1992  are  positive.   All  other  banks  are  classified  as  weak. 

c.  The  cohort  of  banks  includes  only  those  banks  operating  as  of  June  30,  1992.  excluding  banks  that  merged  with 
other  banks  and  banks  that  were  newly  chartered  during  the  period  from  the  end  of  1989  to  June  30,  1992. 

d.  Calculated  as  a  percentage  change  year  over  year,  annualized  for  the  half  year  1992;i-1992:ii.  and  calculated  for 
the  Iwo^and-a-half-year  period  1990-1992:ii  by  dividing  the  toul  percentage  change  by  2.5. 
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TABLE  9.    DATA  ON  WESTERN  BANKS  (As  of  the  second  quarter  of  1992)' 


Strong 


Weak 


Total" 


Levds  and  Shares 


Number  of  Institutions 
Share  of  Region  (Percent) 

Value  of  Assets  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Total  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)' 

Commercial  and  Industrial  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

Real  Estate  Loans  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 

U^.  Treasury  Securities  (Billions  of  dollars) 
Share  of  Region  (Percent) 
Cohort's  Share  of  Total  (Percent)* 


1,015 

299 

U14 

m 

7?  8 

100.0 

312 

208 

520 

60.0 

40.0 

100.0 

95.8 

295 

69J 

208 

148 

356 

58.5 

4U 

100.0 

96.1 

26.5 

67.2 

47 

20 

67 

69.6 

30.4 

100.0 

98.1 

46.2 

82J 

105 

73 

178 

59.1 

40.9 

100.0 

95.1 

29.0 

68.1 

17 

5 

22 

78.4 

21.6 

lOOX) 

96J) 

71.8 

90^ 

Anauai  Growth  Rates  for  Cohort  of  Banks  (In  percent)* 


Assets' 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 


6.2 

1j6 

5.4 

4.2 

1.9 

3.8 

13 

-7.8 

-03 

4.6 

-0.2 

3.7 

(Continued) 
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TABLE  9.    CONTINUED 


Strong 


Weak 


Total" 


Total  Loans'' 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 

Commercial  and  Industrial  Loans'* 
1990 
1991 

1992:i-1992:u 
1990-1992:ii 

Real  Estate  Loans'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:ii 

U.S.  Treasury  Securities'* 
1990 
1991 

1992:i-1992:ii 
1990-1992:  ii 


92 

8J 

9.0 

0.1 

-6.9 

-1.2 

-3.4 

-16.1 

-5.6 

3.0 

-2.8 

1.9 

6.2 

7.8 

6JS 

-8.7 

-10.8 

-9.1 

-6.8 

-15.1 

-83 

-2.6 

-4.4 

-2.9 

20.6 

19.9 

205 

33 

-2.1 

23 

-03 

-13.1 

-2.7 

9.8 

3.9 

8.7 

1.0 

193 

2.8 

31.2 

80.2 

36.9 

25.2 

57.8 

30.2 

19.7 

70.9 

24.8 

SOURCE:  Congressional  Budget  OfHce  based  on  data  from  Ferguson  and  Company. 


NOTE:       Minus  sign  (-)  indicates  a  decrease  in  the  category. 


a.  Includes  all  commercial  and  savings  banks  insured  by  the  Bank  insurance  Fund.  The  states  covered  include 
Alaska,  California,  Colorado,  Hawaii,  Idaho,  Montana,  Nevada,  Oregon,  Uuh,  Washington,  and  Wyommg 

b.  Strong  banks  meet  the  following  criteria:  nonperforming  loans  and  other  real  esute  (ORE)  held  are  less  than 
8  percent  of  total  loans  and  ORE;  the  primary  capital  ratio  is  more  than  S.S  percent;  and  earnings  for  the  first 
two  quarters  of  1992  are  positive    All  other  banks  are  classified  as  weak. 

c.  The  cohort  of  banks  includes  only  those  banks  operating  as  of  June  30,  1992,  excluding  banks  that  merged  with 
other  banks  and  banks  that  were  newly  chartered  during  the  period  from  the  end  of  1989  to  June  30,  1992. 

d.  Calculated  as  a  percentage  change  year  over  year,  annualized  for  the  half  year  1992:i-1992:ii,  and  calculated  for 
the  two.and.a-half-year  period  1990-1992:ii  by  dividing  the  toul  petcenuge  change  by  2.5. 


Appendix  5. — Background  Data  Requested  by  the  Subcommittee 


Congressional  Research  Service  •  The  Library  of  Congress  •  Washington,  D.C.  20540 


Memorandum 


March  16, 1993 


TO  :    Honorable  John  M.  Spratt,  Jr. 

Attention:       Donald  Tucker 

FROM        :    Gail  E.  Makinen 

Specialist  in  Economic  Policy 
Economics  Division 

SUBJECT  :    Data  Related  to  the  "Credit  Crunch" 


TABLE  1.  Selected  Aflsets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Commercial  Banks 


NonFarm 

Construction 

Non- 

U.S. 

Commercial  & 

1.4  Fanuly  & 

&Land 

Residential 

Government 

Industrial 

Multi-Family 

Development 

Real  Estate 

Obligations 

Loans 

Mortgages 

Loans 

Locms 

1980 

.086 

.210 

.083 

.199 

.034 

1981 

.084 

.222 

.080 

.022 

.033 

1982 

.091 

.227 

.075 

.024 

.033 

1983 

.107 

.222 

.075 

.026 

.035 

1984 

.096 

.227 

.077 

.030 

.038 

1986 

.092 

.212 

.085 

.030 

.041 

1986 

.099 

.204 

.081 

.036 

.048 

1987 

.103 

.197 

.094 

.040 

.056 

1988 

.106 

.192 

.102 

.041 

.060 

1989 

.112 

.188 

.112 

.041 

.065 

1990 

.127 

.183 

.124 

.037 

.070 

1991 

.162 

.163 

.133 

.030 

.073 

1992 

.173 

.153 

.140 

.022 

.074 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  2.   Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Commercial  Banks  in  New  England* 


U.S. 

Government 

Obligations 

Commercial  & 

Industrial 

Loans 

1-4  Family  & 

Multi-Family 

Mortgages 

Construction 

&Land 

Development 

Loans 

NonFarm 
Non- 
Residential 
Loans 

1984 

.078 

.233 

.088 

.029 

.052 

1985 

.064 

.230 

.102 

.038 

.059 

1986 

.063 

.229 

.120 

.049 

.070 

1987 

.078 

.224 

.139 

.059 

.086 

1988 

.074 

.217 

.146 

.065 

.088 

1989 

.063 

.214 

.160 

.057 

.093 

1990 

.103 

.205 

.166 

.040 

.105 

1991 

.142 

.179 

.185 

.023 

.097 

1992 

.157 

.184 

.185 

.017 

.091 

'  Consists  of  Connecticut,  Maine,  Massachusetts,  New  Hampshire, 
Rhode  Island,  and  Vermont. 

Source:    Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  3.   Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Commercial  Banks  in  New  England' 

(billions  of  dollars) 


NonFarm 
Net  Construction  Non- 

Change  U.S.  Commercial! -4  Family  &  &  Land    Residential 

in  Total  Government    &  Industrial  Multi-Family  Development  Real  Estate 
Assets    Obligations  Loans      Mortgages  Loans  Loans 


1985 

$19.3 

$-0.1 

$4.1 

$3.5 

$1.6 

$1.9 

1986 

30.1 

1.8 

6.8 

5.8 

2.9 

3.4 

1987 

16.4 

3.6 

2.9 

5.2 

2.5 

3.8 

1988 

23.8 

1.1 

4.0 

4.7 

2.5 

2.4 

1989 

3.0 

-1.8 

0.0 

3.2 

-1.3 

1.4 

1990 

-21.4 

5.5 

-6.2 

-2.4 

-4.1 

0.0 

1991 

-10.0 

5.2 

-6.2 

1.4 

-3.3 

-2.4 

1992 

-0.6 

2.4 

0.7 

-0.1 

-0.9 

-1.0 

'  Consists  of  Connecticut,  Maine,  Massachusetts,  New  Hampshire, 
Rhode  Island,  and  Vermont. 

Source:    Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  4.  Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Commercial  Banks  in  the  Southwest' 


NonFarm 

Construction 

Non- 

U.S. 

Commercial  & 

1-4  Family  & 

&  Land 

Residential 

Government 

Industrial 

Multi-Family 

Development 

Real  Estate 

Obligations 

Loans 

Mortgages 

Loans 

Loans 

1984 

.063 

.250 

.093 

.057 

.050 

1985 

.060 

.237 

.094 

.059 

.056 

1986 

.068 

.226 

.096 

.062 

.062 

1987 

.087 

.217 

.103 

.063 

.073 

1988 

.101 

.207 

.113 

.055 

.073 

1989 

.100 

.195 

.132 

.055 

.074 

1990 

.112 

.189 

.159 

.051 

.078 

1991 

.137 

.168 

.159 

.045 

.080 

1992 

.168 

.154 

.167 

.032 

.084 

'  Includes  Arizona,  California,  Texas,  and  Colorado. 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  5.  Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Commercial  Banks  in  the  Southwest* 

(billions  of  dollars) 


Net 
Change 
In  Total 
Assets 

U.S. 

Government 

Obligations 

Commercial 

St  Industrial 

Loans 

1-4  Family  Construction 

&  Multi-           &  Land 

-Family  Development 

Mortgages             Loans 

NonFarm 
Non- 
Residential 
Real  Estate 
Loans 

1985 

$30.6 

$0.2 

$0.4 

$3.6 

$2.7 

$4.5 

1986 

0.6 

4.8 

-5.8 

1.0 

1.6 

3.8 

1987 

-29.7 

7.8 

-11.0 

1.0 

-1.2 

4.2 

1988 

1.2 

7.5 

-5.3 

5.1 

-4.3 

-0.3 

1989 

24.9 

1.7 

-1.5 

13.6 

1.5 

2.3 

1990 

25.3 

9.4 

1.7 

18.8 

-0.7 

4.5 

1991 

9.5 

15.9 

-10.5 

1.4 

-3.4 

1.9 

1992 

-18.2 

15.6 

-10.6 

2.4 

-8.0 

1.3 

*  Includes  Arizona,  California,  Colorado,  and  Texas. 

Source:  Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  6.   Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Commercial  Banks  in  the  Middle  Atlantic  Region' 


U.S. 

Government 

Obligations 

Commercial  & 

Industrial 

Loans 

1-4  Family  & 

Multi-Family 

Mortgages 

Construction 

&  Land 

Development 

Loans 

NonFarm 
Non- 
Residential 
Rpfll  Estate 
Loans 

1984 

.055 

.272 

.045 

.021 

.020 

1985 

.053 

.246 

.046 

.023 

.022 

1986 

.056 

.235 

.052 

.029 

.027 

1987 

.061 

.219 

.065 

.034 

.032 

1988 

.067 

.213 

.072 

.037 

.037 

1989 

.070 

.213 

.080 

.038 

.043 

1990 

.083 

.206 

.087 

.035 

.049 

1991 

.121 

.198 

.099 

.029 

.053 

1992 

.135 

.174 

.099 

.019 

.050 

■  Consists  of  Delaware,  Maryland,  New  Jersey,  New  York,  and 
Pennsylvania. 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  7.   Net  Change  in  Total  and  Selected  Categories  of  Assets 
in  All  Insured  Commercial  Banks  in  The  Middle  Atlantic  Region' 

(billions  of  dollars) 


Net  Construction 

Change  in  U.S.  Commercial  1-4  Family  &  &  Land 

Total  Government  &  Industrial  Multi-Family  Development 

Assets     Obligations  Loans      Mortgages  Loans 


NonFarm 
Non- 
Residential 
Real  Estate 
Loans 


1985 

$81.0 

1986 

79.0 

1987 

27.4 

1988 

37.9 

1989 

43.6 

1990 

17.7 

1991 

11.3 

1992 

21.0 

$2.5 

7.0 

6.6 

8.2 

6.5 

15.4 

33.8 

27.1 


$-0.4 

8.7 

-8.9 

1.4 

9.6 

-4.3 

-19.7 

-8.3 


$4.4 
9.5 

14.6 
9.4 

11.9 
8.4 
7.8 
8.3 


$3.9 

6.9 

6.3 

4.5 

2.5 

-2.9 

-8.0 

-8.1 


$3.3 
7.1 
6.1 
5.3 
8.6 
6.7 
1.7 
1.8 


'  Consists  of  New  York,  New  Jersey,  Pennsylvania,  Deleware  and 
Maryland 


Source:   Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  8. 
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Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Banks  in  Illinois 


US. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family  & 

Multi-Family 

Mortgages 

Construction  NonFarm  Non- 

&  Land         Residential 

Development      Real  Estates 

Loans                 Loans 

1984 

.123 

.263 

.067 

.018 

.031 

1985 

.124 

.240 

.067 

.015 

.033 

1986 

.131 

.240 

.065 

.016 

.037 

1987 

.129 

.236 

.073 

.018 

.044 

1988 

.128 

.221 

.082 

.022 

.050 

1989 

.133 

.214 

.091 

.023 

.056 

1990 

.135 

.211 

.103 

.023 

.061 

1991 

.157 

.195 

.112 

.022 

.063 

1992 

.175 

.175 

.120 

.019 

.063 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  9.   Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Banks  in  Illinois 

(billions  of  dollars) 


Net 
Change  In 
Total 
Assets 

U.S. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family  Construction 

&  Multi-           &  Land 

Family  Development 

Mortgages             Loans 

NonFarm 
Non- 
Residential 
Real  Estate 
Loans 

1985 

$4.0 

$0.6 

-$2.7 

$0.2 

$0.4 

$0.3 

1986 

10.1 

2.4 

2.4 

0.4 

0.2 

1.1 

1987 

5.8 

0.5 

0.6 

1.8 

0.5 

1.4 

1988 

5.8 

0.6 

-1.4 

2.1 

0.8 

1.4 

1989 

7.7 

1.9 

0.4 

2.5 

0.5 

1.6 

1990 

4.5 

0.9 

0.4 

2.8 

0.1 

1.3 

1991 

2.2 

4.9 

-2.8 

2.0 

-0.2 

0.5 

1992 

1.8 

3.7 

-3.6 

1.8 

-0.5 

0.1 

Source:   Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  10.   Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Banks  in  Michigan 


U.S. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family  & 

Multi-Family 

Mortgages 

Construction  NonFarm  Non- 

&  Land         Residential 

Development      Real  Estates 

Loans                 Loans 

1984 

.128 

.183 

.122 

.010 

.049 

1985 

.121 

.194 

.115 

.011 

.049 

1986 

.137 

.189 

.110 

.015 

.055 

1987 

.123 

.189 

.127 

.015 

.062 

1988 

.125 

.203 

.130 

.020 

.072 

1989 

.145 

.197 

.134 

.024 

.078 

1990 

.158 

.199 

.142 

.023 

.087 

1991 

.160 

.184 

.156 

.020 

.095 

1992 

.185 

.186 

.162 

.017 

.103 

Source:    Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  11.   Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Banks  in  Michigan 

(billions  of  dollars) 


Net 
Change  In 
Total 
Assets 

U.S. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family  Construction 

&  Multi-           &  Land 

Family  Development 

Mortgages              Loans 

NonFarm 
Non- 
Residential 
Real  Estate 
Loans 

1985 

$5.0 

$0.1 

$1.7 

$0.1 

$0.1 

$0.3 

1986 

6.1 

0.0 

0.8 

0.3 

0.4 

0.7 

1987 

3.1 

-0.7 

0.6 

1.7 

0.0 

0.8 

1988 

3.1 

0.5 

1.8 

0.7 

0.5 

1.0 

1989 

6.1 

2.6 

0.7 

1.1 

0.5 

1.0 

1990 

2.6 

2.6 

0.7 

1.1 

0.0 

1.1 

1991 

5.0 

1.0 

-0.5 

2.1 

-0.2 

1.2 

1992 

1.5 

2.8 

0.5 

0.8 

-0.2 

0.9 

Source:    Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  12.  Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Banks  in  New  Hampshire 

Construction  NonFarm  Non- 

U.S.       Commercial     1-4  Family  &  &  Land         Residential 

Government      &  Industrial     Multi-Family     Development      Real  Estates 

Obligations Loans  Mortgages Loans Loans 


1984 

.108 

.153 

.175 

.020 

.100 

1985 

.093 

.160 

.178 

.031 

.106 

1986 

.082 

.155 

.179 

.044 

.119 

1987 

.080 

.149 

.185 

.055 

.132 

1988 

.075 

.152 

.183 

.054 

.121 

1989 

.079 

.149 

.189 

.053 

.126 

1990 

.091 

.120 

.199 

.039 

.134 

1991 

.153 

.087 

.200 

.015 

.116 

1992 

.179 

.077 

.229 

.011 

.113 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  13.  Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Banks  in  New  Hampshire 
Qbillions  of  dollars) _^_^__ 

Net  Change                U.S.   Commerdall -4  Family  &  Construction     NonFarm 
in  Total  Government  &  Industrial  Multi-Family  &  Land  Non- 
Assets    ObUgationa Loans      Mortgages  Development  Residential 


1985 

$1.08 

$.02 

$.21 

$.21 

$.09 

$.15 

1986 

1.40 

.04 

.21 

.26 

.15 

.25 

1987 

1.20 

.08 

.13 

.27 

.15 

.26 

1988 

1.34 

.05 

.23 

.22 

.07 

.07 

1989 

0.00 

.05 

-.04 

.06 

-.02 

.04 

1990 

-0.39 

.08 

..35 

.03 

-.16 

.03 

1991 

•1.56 

.39 

-.46 

-.31 

-.26 

-.36 

1992 

-1.19 

.00 

-.18 

-.03 

-.05 

-.16 

Source:  Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 


914 


TABLE  14.   Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Banks  in  Pennsylvania 


Construction  NonFarm  Non- 

U.S. 

Commercial 

1-4  Family  & 

&  Land 

Residential 

Government 

&  Industrial 

Multi-Family 

Development 

Real  Estates 

Obligations 

Loans 

Mortgages 

Loans 

Loans 

1984 

.130 

.201 

.087 

.018 

.028 

1985 

.119 

.213 

.081 

.020 

.029 

1986 

.118 

.221 

.085 

.027 

.038 

1987 

.123 

.216 

.096 

.031 

.047 

1988 

.119 

.217 

.101 

.036 

.050 

1989 

.132 

.218 

.113 

.038 

.058 

1990 

.147 

.205 

.136 

.034 

.068 

1991 

.198 

.186 

.153 

.024 

.075 

1992 

.228 

.171 

.167 

.018 

.075 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  15.   Net  Change  in  Total  and  Selected  Categories  of  Assets 
in  All  Insured  Banks  in  Pennsylvania 

(billions  of  dollars) ^^_ 

NonFarm 
Construction  Non- 

Net  Change  U.S.    Commerciall -4  Family  &  &  Land     Residential 

in  Total  Government  &  Industrial  Multi-Family  Development    Real  Estate 
Assets     Obligations  Loans      Mortgages  Loans  Loans 


1985 

$11.2 

$0.0 

$3.9 

$0.1 

$0.6 

$0.4 

1986 

9.1 

0.9 

3.0 

2.4 

1.2 

1.5 

1987 

4.8 

1.3 

0.3 

2.0 

0.7 

1.6 

1988 

12.4 

0.9 

3.0 

2.0 

1.2 

1.0 

1989 

7.4 

3.1 

1.7 

2.8 

0.6 

1.7 

1990 

4.6 

3.2 

-1.3 

4.5 

-0.5 

2.0 

1991 

-0.5 

9.6 

-3.3 

0.8 

-1.7 

1.2 

1992 

11.0 

7.6 

-0.7 

4.2 

-0.9 

0.8 

Source:   Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  16.  Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Banks  in  South  Carolina 


US. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family  & 

Multi-Family 

Mortgages 

Construction  NonFarm  Non- 

&  Land         Residential 

Development      Real  Estates 

Loans                 Loans 

1984 

.131 

.138 

.062 

.031 

.058 

1985 

.126 

.150 

.063 

.030 

.067 

1986 

.176 

.153 

.071 

.035 

.082 

1987 

.149 

.162 

.095 

.045 

.101 

1988 

.129 

.168 

.104 

.053 

.109 

1989 

.174 

.160 

.114 

.053 

.114 

1990 

.159 

.143 

.139 

.050 

.135 

1991 

.195 

.113 

.148 

.039 

.145 

1992 

.218 

.103 

.164 

.028 

.150 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  17.   Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Banks  in  South  Carolina 

(billions  of  dollars) 


Net 
Change  In 
Total 
Assets 

U.S. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family  Construction 

&  Multi-           &  Land 

-Family  Development 

Mortgages              Loans 

NonFarm 
Non- 
Residential 
Real  Estate 
Loans 

1985 

$1.7 

$0.2 

$0.4 

$0.1 

$0.0 

$0.2 

1986 

2.3 

1.2 

0.4 

0.3 

0.2 

0.4 

1987 

0.9 

-0.3 

0.3 

0.5 

0.2 

0.4 

1988 

2.3 

-0.1 

0.5 

0.4 

0.3 

0.4 

1989 

3.5 

1.5 

0.4^ 

0.6 

0.2 

0.5 

1990 

1.5 

-0.1 

-0.2 

0.8 

0.0 

0.7 

1991 

0.4 

1.0 

-0.7 

0.3 

-0.2 

0.3 

1992 

0.6 

0.7 

-0.2 

0.5 

-0.3 

0.2 

Source:   Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  1&  Selected  Assets  as  a  Fraction  of  Total 
Assets  of  All  Insured  Banks  in  California 


U.S. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family 
&  Multi- 
Family 
Mortgages 

Construction 

&  Land 

Development 

Loans 

.038 

NonFarm 
Non- 
Residential 
Real  Estate 
Loans 

1984 

.041 

.260 

.122 

.045 

1985 

.038 

.245 

.119 

.040 

.049 

1986 

.046 

.244 

.118 

.047 

.053 

1987 

.059 

.242 

.123 

.059 

.063 

1988 

.064 

.229 

.135 

.061 

.068 

1989 

.050 

.220 

.169 

.071 

.073 

1990 

.048 

.221 

.207 

.071 

.089 

1991 

.067 

.193 

.202 

.062 

.095 

1992 

.097 

.175 

.211 

.044 

.104 

Source:    Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  19.  Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Banks  in  California 
(billions  of  dollars) 


NonFarm 
Net  1-4  Family  Construction  Non- 

Change  In                 U.S.    Commercial         &  Multi-  &  Land    Residential 

Total  Government  &  Industrial  Family  Development  Real  Estate 

Assets      Obligations Loans      Mortgages  Loans  Loans 


1985 

$15.0 

$-0.2 

$-0.4 

1986 

-1.5 

2.1 

-0.9 

1987 

-9.7 

3.3 

-2.7 

1988 

17.6 

2.5 

0.3 

1989 

23.1 

-3.0 

2.2 

1990 

21.7 

0.5 

5.1 

1991 

7.4 

7.0 

-8.1 

1992 

-23.0 

8.6 

-10.5 

$1.1 

$1.2 

$1.9 

-0.6 

1.9 

1.1 

0.3 

3.0 

2.4 

5.7 

1.6 

2.6 

14.3 

4.8 

3.4 

16.6 

1.3 

7.1 

-0.1 

-2.4 

2.7 

-1.6 

-7.6 

0.8 

Source:    Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  20,  Selected  Assets  as  a  Fraction  of  Total  Assets 
of  All  Insured  Banks  in  Connecticut 


U.S. 

Government 

Obligations 

Commemial 

&  Industrial 

Loans 

1-4  Family  & 

Multi-Family 

Mortgages 

Construction  NonFarm  Non- 

&  Land         Residential 

Development      Real  Estates 

Loans                  Loans 

1984 

.080 

.201 

.118 

.034 

.058 

1985 

.050 

.206 

.119 

.044 

.060 

1986 

.062 

.209 

.131 

.054 

.072 

1987 

.081 

.211 

.172 

.066 

.091 

1988 

.084 

.209 

.178 

.081 

.094 

1989 

.061 

.196 

.202 

.068 

.108 

1990 

.119 

.175 

.202 

.052 

.128 

1991 

.180 

.136 

.242 

.032 

.125 

1992 

.224 

.147 

.224 

.016 

.115 

Source:   Computed  from  data  furnished  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  2L  Net  Change  in  Total  and  Selected  Categories  of  Assets 
in  All  Insured  Banks  in  Connecticut* 

(billions  of  dollars) 

NonFarm 
Construction  Non- 
Net  Change                U.S.   Commerciall -4  Family  &           &  Land   Residential 
in  Total  Government  &  Industrial  Multi-Family  Development  Real  Eistate 
Assets    Obligations Loans      Mortgages Loans Loans 


1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 


$3.96 

7.07 

2.75 

3.70 

.79 

•4.26 

-2.91 

-0.31 


$-.46 

.75 

.86 

.39 

-.86 

1.83 

1.69 

1.40 


$.92 

1.55 

.66 

.69 

-.33 

-1.59 

-1.81 

.30 


$.49 
1.23 
1.85 

.87 
1.11 
-.87 

.75 
-.68 


$.39 

.65 

.59 

.81 

-.44 

-.92 

-.81 

-.51 


$.29 
.81 
.88 
.46 
.65 
.27 
-.50 
-.36 


Source:   Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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TABLE  18.  Selected  Assets  as  a  Fraction  of  Total 
Assets  of  All  Insured  Banks  in  Texas 


U.S. 

Government 

Obligations 

Commercial 

&  Industrial 

Loans 

1-4  Family 

&  Multi- 

-Family 

Mortgages 

Ck)nstruction 

&  Land 

Development 

Loans 

NonFarm 
Non- 
Residential 
Real  Estate 
Loans 

1984 

.088 

.247 

.051 

.083 

.058 

1985 

.084 

.236 

.059 

.081 

.066 

1986 

.095 

.214 

.065 

.077 

.076 

1987 

.124 

.191 

.070 

.063 

.091 

1988 

.165 

.182 

.073 

.037 

.083 

1989 

.190 

.165 

.070 

.023 

.078 

1990 

.235 

.152 

.078 

.018 

.060 

1991 

.270 

.145 

.084 

.016 

.059 

Source:   Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 


TABLE  19.   Net  Change  in  Total  and  Selected  Categories  of  Assets 

in  All  Insured  Banks  in  Texas 

(billions  of  dollars) 


Net 
Change  In                 U.S.    Commercial 
Total  Government  &  Industrial 
Assets      Obligations             Loans 

1-4  Family  Construction 

&  Multi-          &  Land 

-Family  Development 

Mortgages              Loans 

NonFarm 
Non- 
Residential 
Real  Estate 
Loans 

1985 

$11.2 

$0.1 

$0.5 

$2.3 

$0.5 

$2.3 

1986 

-1.4 

2.1 

-4.8 

1.1 

-1.0 

2.1 

1987 

-18.1 

3.8 

-8.2 

-0.2 

-4.1 

1.4 

1988 

18.6 

4.8 

-5.2 

-0.8 

-5.6 

-3.1 

1989 

3.1 

4.8 

-2.3 

-0.3 

-2.1 

-1.5 

1990 

-3.2 

7.1 

-2.7 

1.1 

-1.0 

-2.4 

1991 

-1.9 

5.5 

-1.5 

1.0 

-0.4 

-0.3 

Source:   Computed  from  data  provided  by  the  Federal  Deposit 
Insurance  Corporation. 
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Tabulate  comtercial  banks,  by  region,  as  of  the  most  recently 
avalleUale  call  report  data,  into  the  following  categories  — 

Category  1:    In  compliance  with  all  capital  requirements  but 
within  .25  percent  of  minimum  capital  ratio  on  basis  of  EITHER 
tier  1  capital  to  risk  assets  OR  tier  l-t-2  to  risk  assets  (or 
both) . 

Category  2:     In  cooqpliance  with  all  capital  requirements  and 
not  in  category  1,  but  having  less  than  .50  percent  excess 
capital  on  the  basis  of  EITHER  tier  1  capital  to  risk  assets  OR 
tier  1+2  to  risk  assets  (or  both) . 

Category  3:    All  other  banks  that  are  in  compliance  with  all 
capital  requirements. 

For  each  category  of  bank  in  each  region,  teibulate 

a>  Percent  of  total  regional  banking  assets  held  by  banks  in 
this  category 

b>  Percent  of  the  category's  assets  held  in  the  form  of  C&I 
loans . 

c>  Percent  of  the  category's  assets  held  in  the  form  of 
government  and  agency  securities. 

d>  Percent  of  the  category's  assets  held  in  the  form  of  nonfarm 
nonresidential  real  estate  loans. 
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July  7,  1993 

RECENT  TRENDS  AT  WELL- CAPITALIZED  COMMERCIAL  BANKS 

OVERVIEW 

The  data  on  the  distribution  of  commercial  banks  by  their 
difference  from  well-capitalized  standards  is  presented  in  two 
forms.  The  first  presentation  uses  the  form  of  the  previous 
request,  i.e.,  well -capitalized  banks  are  rated  by  their  basis- 
point  difference  from  either  the  total  risk-based  capital  to  total 
risk- weighted  assets  standard  of  10  percent,  or  the  tier  one 
capital  to  total  risk- weighted  assets  standard  of  6  percent, 
whichever  is  less.  The  second  presentation  rates  banks  by  their 
difference  from  either  of  these  ratios,  or  from  the  leverage 
capital  ratio  standard  of  5  percent.  We  have  also  included  a  list 
of  the  125  largest  banks  that  became  well -capitalized  between  the 
end  of  1990  and  March  31,  1993. 

Both  presentations  show  the  distribution  of  well -capitalized 
insured  commercial  banks  at  year-end  1990,  1991,  and  1992,  and  at 
the  end  of  March,  1993.  During  that  time,  the  proportion  of 
commercial  banks  that  meet  or  exceed  the  current  "well -capitalized" 
standard  rose  from  85  percent  of  banks  (representing  35  percent  of 
industry  assets)  to  97  percent  of  banks  (representing  90  percent  of 
industry  assets) .  The  larger  increase  in  the  proportion  of  industry 
assets  held  by  well -capitalized  banks  illustrates  the  extent  to 
which  larger  banks  were  below  the  well -capitalized  standard  prior 
to  implementation  of  the  risk-based  capital  standards  and  the 
enactment  of  FDICIA.  Roughly  half  of  the  improvement  in  the 
proportion  of  industry  assets  held  by  well -capitalized  banks  during 
this  time  is  accounted  for  by  twenty-six  large  banks  (half  of  them 
located  in  the  Northeast,  all  with  assets  of  $14  billion  or  more, 
that  became  well -capitalized  after  1990.  The  data  also  show  the 
progress  made  by  most  of  the  industry  in  attaining  the  highest 
regulatory  standard  by  the  end  of  1992,  when  the  current  standards 
took  effect.  Most  of  the  improvement  took  place  during  1992,  when 
these  standards  were  being  phased  in  and  when  the  system  of  risk- 
based  insurance  premiums  was  announced.  The  proportion  of  industry 
assets  held  by  well -capitalized  banks  increased  two- fold  in  1992, 
from  43.6  percent  to  87.4  percent. 

CAPITAL  TRENDS 

A  substantial  share  of  commercial  banking  assets  has  moved  into  the 
well -capitalized  category  according  to  bank  Call  reports  t"*- 

o  As  of  March  31,  1993,  90  percent  of  commercial  banking  assets 
were  in  well -capitalized  banks.  At  the  end  of  1990,  only  35 
percent  of  the  industry's  assets  were  in  banks  that  then  met 


■'-does  not  consider  supervisory  downgrades,  if  any. 
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today's  highest  capital  standards. 

o  About  half  of  the  55  percentage-point  increase  (from  35 
percent  to  90  percent)  in  the  proportion  of  the  industry's 
assets  in  well -capitalized  banks  is  attributable  to  26  large 
banks,  all  with  assets  over  $14  billion.  Most  of  the  increase 
(45  percent  of  the  industry's  assets)  is  explained  by  121 
banks,  each  with  at  least  $3  billion  in  assets. 

o  Many  of  the  largest  banks  that  became  well-capitalized  during 
the  period  also  acquired  other  institutions  through  unassisted 
mergers  and  have  facilities  in  foreign  countries. 

The  proportion  of  the  industry's  assets  in  banks  that  are  "very 
well -  capitalized, "  i.e.,  whose  three  capital  ratios  are  at  least 
101  basis  points  above  the  minimums,  also  increased  strongly  since 
year- end  1990:^ 

o  Fifty-eight  percent  of  the  industry's  assets  were  held  by 
"very  well -capitalized"  banks  as  of  March  31,  1993.  At  year- 
end  1990,  only  23  percent  of  assets  were  in  banks  that 
exceeded  the  highest  capital  standard  now  in  effect  (well- 
capitalized)  by  at  least  101  basis  points. 

o  The  migration  has  occurred  in  every  region,  including  regions 
where  banking  has  been  troubled.  In  the  Northeast,  84  percent 
of  commercial  bank  assets  are  currently  in  well-capitalized 
banks,  with  46  percent  of  the  assets  in  "very  well- 
capitalized"  banks.  At  year- end  1990,  19  percent  of  all 
commercial  banking  assets  in  the  Northeast  were  in  well- 
capitalized  banks,  including  13.6  percent  in  banks  that  were 
"very  well -  capitalized. " 

o  In  the  West,  96  percent  of  the  region's  assets  are  currently 
held  by  well-capitalized  banks.  Of  these,  55  percent  of  the 
assets  are  in  "very  well -capitalized"  banks,  compared  with 
20.5  percent  at  the  end  of  1990. 

o  The  addition  of  the  5  percent  leverage  capital  standard  to  the 
measurement  of  banks'  difference  from  well -capitalized 
standards  has  the  effect  of  dropping  208  banks,  with  combined 
assets  of  $325  billion  (9.25  percent  of  total  industry  assets) 
below  the  "very  well -capitalized"  level.  Two-thirds  of  these 
assets  are  held  by  19  bamks  headquartered  in  the  Northeast. 

Don  Inscoe,    898-3940 
Ross  Waldrop,   898-3951 


^This  ainalysis  is  based  on  taibles  that  measure  the  extent  to 
which  all  three  (leverage,  tier  1  and  total)  ratios  exceed  the 
standard . 
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Prepared  by  FDIC  Division  ol  ReMarch  <i  StaUsttcs  (WSK) 
Run  Dale    07/02/93 


Aggregate  Rabos  for  Grou 

3 

Number 

Percent 

Total 

Percent 

Govt&Agcy 

Nonfarm. 

Tot  RBC 

fieri 

Area  and  Bania 

of 

of  Total 

Assets 

of  Total 

Securities 

C&l  Loans 

Nonrasid  Lns 

to 

to 

Leverage 

Banks 

Banks 

((millions) 

Assets 

to  AsseO 

to  Assets 

to /Assets*' 

TotRWA 

TolRWA 

Ratio 

Nortliaaat  Bagion 

Total  Insured  Commercial  Banks 

911 

100  00 

1.329.582 

100  00 

14  23 

1693 

991 

1200 

891 

6  91 

Well-Capitalized  Banks 

wittiin  25  basis  pts  of  standard 

15 

165 

38.602 

290 

1343 

3241 

595 

10  28 

7  16 

6  16 

within  26  to  5C  basis  pts  of  standard 

18 

1  98 

54.395 

409 

1989 

16  15 

11  43 

1037 

854 

644 

wittiin  51  to  75  twwis  pts  o(  standard 

24 

263 

234.863 

1766 

1428 

1664 

291 

11  05 

7  16 

6  12 

vwthin  76  to  too  t>a3i3  pts  ol  standard 

37 

406 

183.318 

13  79 

1207 

11  24 

603 

11  72 

912 

636 

101  tiasis  pts  or  more  over  standard 

746 

81  89 

608.550 

45  77 

1807 

1593 

602 

1389 

1098 

7  91 

All  well-capitalized  banks 

840 

9221 

1.119.728 

84  22 

1622 

1989 

963 

1299 

954 

7  17 

Southeast  Region 

Total  Insured  Commercial  Banks 

1.877 

100  00 

556.369 

100  00 

20  84 

1241 

984 

12.80 

11  09 

7  69 

Well-CapitaJized  Banks 

within  25  t>asis  pts  o(  standard 

■        23 

1  23 

7.516 

135 

26  44 

1079 

967 

1029 

903 

600 

within  26  to  50  basis  pts  of  standard 

14 

075 

23.366 

420 

14  41 

20  99 

6.07 

1036 

9  12 

7  70 

within  51  to  75  basis  pts  o(  standard 

35 

1  86 

59.979 

1078 

2189 

18.09 

892 

1073 

880 

6  71 

within  76  to  100  basis  pts  o(  standard 

40 

2  13 

82.151 

1477 

15.25 

1207 

909 

.  11  14 

9  47 

6  73 

101  basis  pts  or  more  over  standard 

1,705 

90  84 

315.022 

56  62 

22  55 

948 

1046 

1498 

1325 

866 

All  well-capitalized  banks 

1,817 

96.80 

488.033 

87  72 

2091 

11  54 

9  82 

1340 

11  69 

8  02 

Central  Regk>n: 

Total  Insured  Commercial  Banks 

2.497 

100  00 

574.270 

100  00 

1828 

1634 

811 

12  99 

1085 

7  95 

Well-Capitalized  Banks 

within  25  t>asi8  pts  of  standard 

16 

064 

14.011 

244 

994 

18  79 

1987 

10.20 

887 

722 

within  26  to  50  t>asis  pts  of  standard 

31 

1  24 

32.071 

558 

20  37 

2383 

943 

1034 

826 

653 

within  51  to  75  basis  pta  of  standard 

44 

1  76 

71.713 

1249 

1027 

1885 

544 

1086 

773 

6  44 

within  76  to  100  basis  pts  of  standard 

33 

1  32 

26.430 

460 

1499 

1696 

806 

1093 

867 

7  10 

101  basts  pts  Of  more  over  standard 

2.355 

9431 

427,013 

7436 

2001 

1921 

8  17 

1390 

1200 

6  41 

All  well-capitalized  banks 

2.479 

99  28 

571,238 

9947 

1833 

1632 

809 

1297 

10  87 

796 

Mkjwest  Region: 

Total  Insured  Commercial  Banks 

2.762 

100  00 

234.738 

100  00 

24  90 

1206 

831 

19.07 

13.52 

868 

Well-Capitalized  Banks 

within  25  basa  pis  of  standard 

21 

076 

1,393 

aS9 

1956 

1210 

1928 

1050 

922 

6  61 

within  26  to  50  basts  pts  of  standard 

13 

047 

1,896 

081 

1364 

1908 

998 

1039 

918 

7  16 

within  51  to  7S  basis  pts  of  standard 

31 

1  12 

7,824 

3.33 

1834 

11  51 

838 

1093 

8  74 

602 

within  76  to  100  basis  pis  of  standard 

37 

134 

16.989 

724 

2130 

1300 

628 

11  36 

915 

640 

101  basis  pts  or  more  over  standard 

2.634 

95  37 

205,043 

87  35 

2527 

1194 

602 

1979 

1428 

903 

2.736 

99  06 

233,144 

99  32 

2460 

1203 

620 

1913 

1358 

871 

Total  Insured  Commercial  Banks 

1008 

100  00 

282.971 

100  00 

3241 

1202 

6,74 

1916 

1361 

7  74 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

16 

080 

3.611 

128 

4087 

823 

6.89 

12.61 

1125 

917 

within  26  to  50  basis  pts  of  standard 

11 

055 

1,958 

069 

21  94 

11  80 

1497 

1041 

918 

604 

within  51  to  75  t>asis  pts  of  standard 

40 

199 

15,717 

5.55 

63  83 

384 

337 

1909 

1791 

568 

within  76  to  100  basis  pts  of  standard 

S3 

264 

20.779 

734 

2437 

1931 

7  74 

1182 

841 

634 

1.815 

90  39 

199,265 

70  42 

3371 

981 

718 

17  16 

1594 

853 

All  well-capitalized  banks 

1.935 

96.36 

241,331 

85.28 

34  88 

1023 

7,04 

16  49 

1501 

809 

West  Region 

1.275 

100  00 

535.495 

100  00 

14  13 

1S.S9 

9.91 

12.49 

9.68 

763 

Well-Capitalizsd  Banks 

within  25  basn  pts  of  standard 

21 

16S 

5.993 

1  12 

30  46 

794 

809 

1186 

999 

5  75 

within  26  to  50  basis  pts  of  standard 

27 

2  12 

21947 

429 

1319 

1487 

1030 

10  38 

8  72 

648 

within  51  to  7S  basis  pts  of  standard 

4« 

381 

9.530 

178 

2340 

11  16 

722 

1138 

972 

626 

within  76  to  100  basis  pis  o«  standard 

68 

S33 

179.855 

33  59 

845 

1989 

556 

11  23 

729 

663 

1.007 

78.98 

296,977 

55  46 

18  17 

1340 

1134 

13  92 

1173 

894 

All  well-capiialized  banks 

1.189 

91.69 

515.301 

96  23 

14  10 

1S62 

9  16 

1263 

9  76 

7  70 

Nation 

Total  Insured  Coinmaraal  Banks 

11.330 

100  00 

3.513.424 

100  00 

1807 

1S19 

738 

1273 

10  29 

750 

WeK-CapfUNzad  Banks 

wHhin  2S  basis  pis  ol  slandafd 

112 

0.99 

71.125 

202 

1898 

2375 

871 

1042 

799 

6  28 

wiOiin  2S  to  SO  baiiB  pis  ol  slandwd 

114 

1.01 

138.633 

3.89 

1788 

184S 

988 

1036 

862 

669 

wilMn  SI  to  7S  basis  p«s  ol  stHtdwd 

220 

194 

399.828 

1137 

1695 

1892 

449 

1109 

7  74 

6  25 

wilMn  76  to  too  bMis  pts  ol  standard 

268 

i.3T 

S09.S21 

14.90 

1196 

19,11 

854 

1138 

839 

656 

101  basis  pis  or  more  over  standard 

10.282 

90.57 

1091.870 

5*40 

2141 

13.43 

803 

14  48 

1233 

839 

An  v»»H-rapitalll»d  banka 

10.976 

9e.M 

3.168.775 

90  19 

1902 

14,54 

744 

1317 

1072 

7  71 

'  A  v»ell  capjmiiej-  bank  Iim  a  Total  RWi-eased  Capital  to  Total  nsk-Waightod  Assets  ratk>  ol  al  least  10%.  a  Tlw  One  Capital  to  Total  Risk-Weighted  Assets 
iliki  ol  M  least  6%,  and  a  Leverage  rtflo  (Tier  One  Capital  to  Ad|usted  Average  Assets)  of  at  least  5%.   Please  note  that  this  table  is  based  soMy  on  Call  Repon  data 
and  does  not  reflect  supervisory  upgrades  or  downgrades. 


OiMerance  litxn  Y»ell  cipHillzed  ttandard  is  baaed  on  dWeience  from  a  Total  Risk-Based  Capital  to  Total  Rlak-WeigMed  Aasals  ratio  ol  10%. 
or  lioni  a  Tier  One  Capim  to  ToU  RIak-Weightod  Aaaels  aHo  ol  8%.  or  from  a  Leverage  raUo  of  5% 

Fw  aaniple.  a  bwik  is  Nuilhki  23  basis  pts  ol  standanf  II  any  ol  the  three  ratloa  ia  within  29  basis  pomts  ol  t^e  alandanl: 
a  bank  Is  \«iaiin  28  to  90  basis  pts*  H  any  ol  the  three  ratloa  ia  NWiin  28  to  50  basis  points  ol  the  standard, 
but  none  la  wiMn  29  basis  poina  o<  Hie  standard:  and  so  tenh. 


*  *f  iiMfufTi.  nonrealdenllaf  loans  consist  ol  real  s 


t  loans  securad  by  commerdai  propeiliee 
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Insured  Commercial  Banks  by  Region  and  Nation 
By  Difference  from  Well-Capitalized  Ratio  Standards* 
Selected  Data  Based  on  Bank  Call  Reports  for  12/31/92 


Prepared  by  FOIC  Dtviwon  of  Reeearcti  &  Statistics  (WSK) 
Run  Dale:  07/02/93 


Aggregate  Rat 

OS  for  Group 

Number 

Percent 

Total 

Percent 

Govt  &  Agcy 

Nonfarni. 

Tot  h6(i 

Tier  1 

/Vrea  and  Banks 

of 

of  Total 

Assets 

of  Total 

Securities 

C4I  Loans 

Nonresid  Lns 

to 

to 

Leverage 

Banks 

Banks 

(Smillions) 

Assets 

to  Assets 

to  Assets 

to  Assets" 

TotRWA 

TotRWA 

Ratio 

Northeast  Region 

Total  Insured  Commercial  Banks 

922 

100.00 

1.307.676 

100  00 

1420 

1744 

560 

11  79 

868 

669 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

22 

239 

54,119 

4  14 

11  13 

2828 

631 

10.36 

7.18 

6  25 

within  26  to  50  basis  pts  of  standard 

19 

206 

176,981 

1353 

1804 

20  56 

490 

1059 

715 

633 

within  51  to  75  basis  pts  of  standard 

34 

369 

237,740 

18  18 

659 

1930 

408 

11.16 

7  56 

597 

within  76  to  100  basis  pts  of  standard 

38 

412 

165,926 

12  69 

1350 

1924 

4.16 

11.91 

798 

610 

101  basis  pts  or  more  over  standard 

712 

77  22 

432,564 

33  08 

20  62 

1148 

712 

14  97 

1282 

8  27 

All  well-cafjitalized  banks 

825 

89  48 

1.067.329 

8162 

1592 

1678 

557 

1245 

934 

6  98 

Southeast  Region 

Total  Insured  Commercial  Banks 

1.892 

too  00 

550,373 

too  00 

1985 

1235 

974 

1250 

1082 

7.48 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

21 

111 

14,872 

270 

21  93 

1390 

11  06 

1021 

886 

642 

within  26  to  50  basis  pts  of  standard 

16 

0  85 

29,482 

536 

1896 

1771 

919 

1035 

915 

7.36 

within  51  to  75  tiasis  pts  of  standard 

44 

233 

92,201 

1675 

14  14 

13.62 

685 

1081 

8.96 

643 

within  76  to  100  basis  pts  of  standard 

41 

217 

36,893 

670 

1954 

1063 

831 

11.11 

908 

629 

101  basis  pts  or  more  over  standard 

1.695 

89  59 

288,680 

52  45 

2213 

979 

1026 

1495 

1126 

857 

All  well-capitalized  banks 

1.817 

96  04 

462,126 

8397 

20  12 

11  26 

9  78 

13.27 

1156 

783 

Cenb-al  Region 

Total  Insured  Commercial  Banks 

2.521 

100,00 

581,527 

100.00 

1749 

15.94 

7  91 

12.42 

10  42 

763 

Well-Capitalized  Banks 

within  25  basis  pis  of  standard 

35 

1.39 

31,255 

5,37 

20  04 

2231 

835 

10.38 

825 

636 

within  26  to  50  basis  pts  of  standard 

31 

123 

41,040 

706 

785 

26  89 

542 

1041 

8.37 

795 

within  SI  to  75  t>asis  pts  of  standard 

60 

238 

73,164 

1258 

1352 

21  42 

1030 

10.76 

895 

701 

within  76  to  100  basis  pts  of  standard 

55 

218 

75,292 

1295 

15  68 

17.38 

634 

1098 

824 

657 

101  tiasis  pts  or  more  over  standard 

2.316 

9187 

323,214 

55  58 

2162 

12.02 

838 

1450 

13  03 

8.41 

All  well-capitalized  banks 

2497 

99  05 

543,964 

93  54 

1858 

15  74 

813 

1274 

10.93 

7.81 

Midwest  Region 

Total  Insured  Commercial  Banks 

2.791 

100.00 

241,989 

100  00 

2365 

11  54 

626 

1436 

12.84 

836 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

22 

0  79 

4,013 

1  66 

13.96 

10.65 

518 

1020 

8.99 

7.14 

within  26  to  50  basis  pts  of  standard 

15 

054 

919 

038 

1849 

869 

488 

10  36 

9.14 

6.89 

within  51  to  75  tMtsis  pts  of  standard 

37 

1  33 

5,354 

221 

24  28 

12.27 

1064 

1121 

9.20 

6.18 

within  76  to  100  t>asis  pts  of  standard 

41 

1.47 

13,837 

5  72 

21.63 

11  16 

5.97 

11.29 

908 

814 

101  basis  pts  or  more  over  standard 

2.630 

94  23 

210,930 

87  17 

24.32 

11  46 

5.89 

1511 

1361 

871 

All  well-capitalized  banks 

2745 

98.35 

235.054 

97,13 

23.96 

1144 

599 

1466 

13.11 

8.47 

Total  Insured  Commercial  Banks 

2.047 

100.00 

282.621 

100.00 

29.61 

12.33 

6.74 

13  89 

12.47 

726 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

36 

1.76 

6.636 

2.35 

1477 

15.42 

682 

10.43 

858 

5.47 

within  26  to  50  basis  pts  of  standard 

11 

0.54 

4.432 

1  57 

26.36 

1844 

9.73 

10.41 

830 

5.93 

within  51  to  75  basis  pts  of  standard 

53 

2.59 

38,398 

1359 

21  39 

15  07 

5  16 

1092 

899 

6.54 

within  76  to  100  baais  pts  of  standard 

44 

i15 

7,932 

281 

34  78 

653 

497 

16  60 

1568 

602 

101  baais  pts  or  more  over  standard 

1,781 

87.01 

175,759 

6219 

35  29 

923 

7  45 

17  66 

18.45 

8.49 

Afl  vmll-capitalized  banks 

1,925 

94  04 

233,155 

82  50 

32.23 

10.41 

701 

1579 

1439 

796 

West  Regkin 

Total  Insured  Commercial  Banks 

1.2S9 

100  00 

541,658 

100  00 

1304 

15.65 

934 

11  91 

9.12 

721 

Well-Capitalized  Banks 

within  25  t>asi8  pts  of  standard 

31 

2.40 

30,231 

558 

1421 

13.72 

9.75 

10.18 

8.63 

633 

within  26  to  50  basjs  pta  of  standard 

31 

240 

22.842 

422 

467 

17.15 

13.12 

10.42 

798 

7.93 

within  51  to  75  basis  pta  of  standard 

85 

859 

220,023 

40  62 

983 

17  84 

725 

1089 

701 

8.09 

vnthin  76  to  too  basis  pts  of  standard 

60 

465 

56.494 

1043 

1124 

1796 

15.09 

1103 

83S 

6.77 

101  basis  pts  Of  more  over  stanilard 

957 

7424 

191.464 

35  35 

1809 

1240 

886 

1470 

1307 

8.90 

All  well-capitalized  banks 

1.164 

90  30 
100.00 

521,053 

96  20 

1304 

15.59 

909 

1203 

919 

728 

Nation 

Total  Insured  Commercial  Banks 

11.462 

3.505.845 

100.00 

17  35 

15.30 

735 

1230 

985 

720 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

167 

1.4« 

141.124 

403 

1515 

21.22 

799 

10.31 

796 

630 

within  26  to  50  basis  pta  of  standard 

123 

107 

275.696 

786 

1565 

20.81 

619 

10.52 

763 

681 

within  91  to  75  basis  pta  of  standard 

313 

i73 

666.881 

1902 

11  17 

17  96 

8.58 

1097 

776 

622 

within  76  to  100  t>asis  pta  of  standard 

279 

243 

356.372 

1017 

1502 

1716 

6.87 

11  53 

832 

632 

101  basis  pts  or  more  over  standard 

10.091 

88.04 

1.622.610 

46  28 

22  86 

11  15 

801 

1509 

1339 

851 

All  well-capitalized  banks 

10.973 

95  73 

3,062.883 

87  36 

1840 

14.67 

7  40 

1288 

1048 

749 

•  A  -welt-capitalizKr  bank  has  a  Total  Risk  Based  Capital  to  Total  Risk-Weightad.Assels  ratio  of  at  least  10%.  a  Tier  One  Capital  to  Total  Risk-Weighted  Assets 
ratio  o(  at  least  6%.  and  a  Leverage  ratio  (Tlec  One  Capital  to  Adjusted  Average' Assets)  of  at  least  5%    Please  note  thai  this  table  b  based  solaly  on  Call  Report  data 
and  does  not  reflect  supervisory  upgrades  Of  downgrades. 

DHIerence  from  weU-capKallzad  standard  la  baaed  on  difference  frofn  a  Total  Risk-Based  Capital  to  Total  RIsk-WelgMKl  Assets  ratio  ol  10%. 
or  from  a  Tier  One  Capital  to  Total  Risk-Weighted  Aata  ratio  ol  8%.  or  from  a  Leverage  ratio  of  5% 

For  example,  a  bank  is  ■within  25  basis  pta  of  standartT  If  any  ol  the  three  ratios  is  within  25  basis  points  ol  the  standard: 
a  bank  is  ■within  26  to  50  basis  pis'  if  any  of  the  three  ratios  is  within  26  to  50  basis  points  of  the  standard, 
but  none  is  within  25  basis  points  of  the  standard;  and  so  forth. 

**  Nontann.  nonraakienttal  k>ana  consist  of  raal  aatate  k>ans  secured  by  conunercial  propeftiea. 
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Insured  Commercial  Banks  by  Region  and  Nation 
By  Difference  from  Well-Capitalized  Ratio  Standards* 
Selected  Data  Based  on  Bank  Call  Reports  for  12/31/91 


Prepaied  by  FOIC  Division  ot  Resmrch  &  Statistics  (WSK) 
Run  Date:  07/02/93 


Aggregate  Ratios  lor  Grou 

3 

Number 

Percent 

Total 

Percent 

Qovt  ti  Agcy 

Nonlarm, 

TolRBC 

Tier  1 

Araaai^d  Banks 

ol 

ol  Total 

Assets 

ol  Total 

Securities 

C4I  Loans 

Nonresid  Lns 

to 

to 

Leverage 

Banks 

Banks 

(Smillkins) 

Assets 

to  Assets 

to  Assets 

to  Assets" 

TolRWA 

TotRWA 

Ratio 

Northeasi  Region 

Total  Insured  Commercial  BanIa 

994 

100  00 

1,285.510 

100  00 

11  91 

1838 

5  62 

977 

7  14 

5  81 

Well'Cap<tali/ed  Banks 

wHhm  25  l>asis  pB  ot  standaril 

13 

131 

23.876 

1.86 

2151 

17.15 

12.22 

10  11 

833 

600 

»wttiin  26  to  50  basis  pts  o(  standard 

9 

091 

10.833 

084 

22  63 

153 

234 

1032 

9  01 

690 

wvittiin  51  to  75  basis  pts  ot  standard 

37 

3  72 

47.914 

373 

1865 

14.06 

5  40 

1111 

932 

6  49 

within  7S  to  100  basis  pta  of  standard 

27 

i72 

24.338 

189 

2057 

11  09 

862 

11  75 

964 

6  11 

101  basis  pts  or  more  over  standard 

681 

6851 

245.371 

1909 

1650 

1247 

7  31 

1561 

1399 

893 

AJI  well-capitalized  banks 

767 

77  16 

352.333 

27  41 

1760 

1257 

7  32 

14  11 

12*4 

815 

Southeast  Region 

TotaJ  Insured  CommefctaJ  Banks 

1.924 

100.00 

514.485 

100  00 

1802 

1286 

1007 

1137 

Well-Capitaiized  Banks 

wittiin  25  basis  pts  ol  standard 

26 

135 

36.100 

702 

1425 

1786 

8  16 

1013 

882 

702 

within  2«  to  50  basis  pts  ol  standard 

48 

2.49 

20.699 

402 

14  16 

1842 

10.77 

10.43 

934 

730 

within  51  to  75  basis  pts  o(  standard 

36 

1.87 

9.108 

1  77 

2250 

12.63 

1124 

1076 

949 

6  07 

within  76  to  100  basis  pts  of  standard 

42 

2.18 

10.636 

207 

IS  98 

1128 

13,91 

1095 

957 

664 

101  basis  pts  or  more  over  standard 

1.S98 

83  06 

177.706 

34.54 

23  15 

957 

9  44 

1625 

All  wall-capitalized  banks 

1.7S0 

90  96 

254.250 

4942 

20  83 

1165 

962 

14  23 

1290 

846 

Central  Region: 

Total  Insured  Commercial  Banks 

2.634 

100  00 

568.412 

100  00 

1556 

1695 

763 

11.24 

957 

716 

Wall-Capitalized  Banks 

within  25  basis  pts  ol  standard 

35 

1.33 

27.050 

476 

1396 

1839 

1413 

1016 

885 

700 

within  26  to  SO  basis  pts  ol  standard 

35 

1.33 

19.115 

336 

10  02 

21  18 

921 

10.40 

879 

722 

within  51  to  75  basis  pts  ol  standard 

60 

2.28 

12.601 

222 

1821 

1405 

11  55 

11.06 

982 

646 

within  76  to  100  basis  pts  ol  standard 

SO 

190 

9.073 

160 

1528 

1361 

1007 

10,97 

982 

665 

101  t>asls  pts  or  more  over  standard 

i294 

87  09 

239.943 

4221 

22^45 

1088 

819 

1522 

1396 

852 

All  wall-capitalizad  banks 

Ztl* 

93  93 

307.781 

54  15 

20  54 

1239 

897 

13  98 

1Z71 

817 

Midwest  flegkw: 

Total  Insured  Commercial  Banks 

2.881 

100.00 

232.901 

100  00 

2335 

1237 

615 

1356 

12.12 

804 

WeU^Upitalized  ganlrs 

within  25  basis  pts  ol  standard 

30 

104 

13.897 

597 

2331 

1805 

598 

1O05 

718 

528 

within  26  to  50  basis  pts  ol  standard 

31 

1.08 

2.331 

100 

1675 

1627 

11  04 

1037 

908 

657 

within  51  to  75  basis  pis  o<  standard 

72 

2.90 

15.787 

878 

28  89 

1286 

5.64 

1107 

964 

603 

within  76  to  10O  basis  pis  ol  standard 

48 

167 

7.S98 

326 

1836 

1431 

11  20 

1123 

980 

777 

101  basts  pts  or  more  over  standard 

2.584 

89  69 

157.111 

67  46 

2567 

1028 

551 

15  88 

14  70 

892 

All  well-capitalized  banks 

a765 

95.97 

196.724 

8447 

2537 

11  26 

584 

1472 

1337 

836 

Southwest  RegkMl: 

Tijtal  Insured  Comment  Banks 

2.103 

100.00 

270.326 

100.00 

28.20 

12.96 

6  70 

13.01 

1162 

6,71 

Well-«aplt.il»d  B».k> 

wWiin  2S  basis  pts  o<  standard 

37 

1  76 

9.648 

357 

24.85 

10.55 

702 

1077 

966 

538 

within  26  to  50  basis  pts  ol  standard 

14 

0.67 

1.400 

052 

1621 

1202 

569 

1035 

924 

617 

within  51  to  75  basis  pts  ol  standard 

81 

3.85 

14.990 

540 

3159 

1136 

734 

12.87 

1162 

552 

within  76  to  100  basis  pts  ol  standard 

78 

3.71 

12.860 

478 

32.32 

1122 

829 

1^14 

to  74 

610 

101  basis  pis  or  more  over  standant 

1.636 

77  79 

146.770 

54.29 

3^14 

998 

683 

16.77 

15,56 

823 

An  weil-capltallzed  banks 

1.846 

87  78 

185.267 

68  53 

3160 

9  91 

697 

1576 

1454 

7  70 

WestHagkin: 

1.385 

100.00 

558.942 

too  00 

946 

1722 

891 

995 

763 

627 

WalH:apltaliz*d  Banks 

within  2S  basis  pti  ol  standard 

41 

2^98 

17.477 

3.13 

716 

i8.oe 

10.89 

1022 

834 

648 

wUhln  26  to  SO  basis  pla  ot  standatd 

40 

^89 

28.719 

9.14 

780 

16.94 

11.68 

1040 

8.28 

707 

wWiin  SI  to  75  boKS  pts  o«  slandvd 

66 

4.77 

8.966 

1.60 

1923 

16.90 

7.18 

1095 

946 

635 

wilNn  76  to  100  basis  pts  ol  standanl 

92 

175 

30.170 

9.40 

1808 

18.29 

9.85 

11,48 

886 

659 

101  basis  pts  or  more  over  standard 

S30 

67.15 

114.922 

20  56 

1691 

12.50 

883 

15,47 

1406 

928 

All  wen-capitalized  banks 

1.129 

81.52 

200.251 
3.430.578 

35  83 

1490 

1450 

9  50 

1326 

11  48 

817 

Natkw: 

Total  Inaured  ComineccW  Bants 

11.K1 

100.00 

100  00 

19  09 

1829 

728 

1067 

8S6 

649 

wUhki  2S  basis  pis  o<  atsidaid 

182 

1.53 

128.049 

3.73 

1836 

17  06 

10.23 

10,17 

854 

644 

wUhln  26  to  SO  basis  pts  ol  sundad 

177 

1.48 

83.094 

2.42 

12.22 

1817 

955 

10.40 

8.78 

711 

wMiki  51  ID  7S  basis  pis  ol  st«id«ll 

352 

2.95 

108.965 

318 

22^18 

1361 

7,04 

1123 

9.68 

6  24 

wUhin  76  ID  100  basts  pts  d  standard 

297 

2.49 

94.675 

i76 

1953 

1392 

991 

11,49 

951 

6  49 

9.723 

8156 

1.081.824 

3153 

22.36 

1093 

7.69 

1579 

1443 

8  81 

Al  wd-capllallzed  banks 

10.731 

90.02 

1.496.606 

4363 

2108 

1213 

810 

14.23 

12-77 

8  18 

•  A  -Vtal-c^iltallzaif  bank  has  a  Told  nak-BasMi  C^illal  id  Total  Hak-WeishtMl  Assets  ratio  ol  at  least  10%.  a  Tier  One  Capllal  to  Total  Risk -Weighted  Assets 
nbo  ol  M  leot  6%.  and  a  Iwar^e  nOo  (nm  One  CMW  ID  Adjuated  Avetage  Assets)  o«  at  least  5%.  Please  note  thai  this  table  is  based  solely  on  Can  Report  data 
and  doee  not  reHect  stipetvlaotY  141^1  liae  of  JijMSHjiaJea, 

OMerenca  kom  wal-capllall»d  siMtdard  la  b««l  on  dMeranoa  Imm  a  ToW  RIak-Baaed  Capital  10  Total  Rbk-WelgMed  Assets  rsik>  ol  1 0«. 
or  Ironi  a  Tlec  One  Capllal  ID  Total  niskWelytiled«anlit»Moot  6%.  Of  Irom  a  Leverage  rsbo  019%. 


For  eiMnpie.  a  bank  Is  N^Mlkl  25  baaia  p(s  of 
a  bank  is  ■wimm  26  to  90  beala  pur  I  any  ol  Ihe  « 
but  none  is  wWiki  25  basis  poMs  of  Ow  alndafd: 

>•  Nonlann.  nonraaUenilal  kiana  conaM  of  real  art 


(  wy  of  Itie  three  rs<k>a  a  within  25  basis  polnb  of  the  standard; 
■  iMIoe  ia  wtOim  26  id  50  basis  points  of  the  s 
nd  so  fotlh. 

i  loana  seoaad  by  cotnwefcial  pt opettlea. 
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Insured  Commercial  Banks  by  Region  and  Nation 
By  Difference  from  Well-Capitalized  Ratio  Standards* 
Selected  Data  Based  on  Bank  Call  Reports  for  12/31/90 


Prapared  by  FOIC  Divlaion  ol  Research  &  Statistics  (WSK) 
Run  Oats    07/02/93 


Aggreoale  Ratios  foi  Qtou 

3 

Number 

Percent 

Total 

Percent 

QovtiAgcy 

Non^arm. 

Tot  RBC 

Tier  1 

Area  and  Banks 

of 

of  Total 

Assets 

of  Total 

Securities 

C&l Loans 

Nonresid  Lns 

to 

to 

Leverage 

Banks 

Banks 

(^millions) 

Assets 

to  Assets 

to  Assets 

to  Assets** 

TotRWA 

TolRWA 

Ratio 

Northeast  Region 

Total  Insured  CommerciaJ  Banks 

1,070 

100,00 

1.290,486 

100  00 

875 

20  42 

564 

8.78 

625 

5.31 

Well-Capitalized  Banks 

within  25  basis  pis  of  standard 

38 

355 

32.380 

251 

11  12 

14  29 

4  73 

10.27 

840 

748 

within  26  to  SO  basis  pts  of  standard 

23 

215 

7,732 

060 

1305 

1491 

1085 

1044 

920 

673 

within  51  to  75  tjasia  pts  of  standard 

37 

348 

21,856 

1  69 

1805 

1090 

487 

1234 

11  03 

599 

within  76  to  100  basis  pts  of  standard 

40 

3  74 

14,038 

109 

926 

11  48 

6  70 

1378 

1233 

667 

101  basis  pts  or  more  over  standa/d 

622 

58  13 

175,551 

1360 

1265 

14.33 

693 

15  10 

1359 

917 

All  well-capitaltzed  tianks 

760 

71  03 

251,556 

1949 

1275 

1389 

6  57 

1391 

1237 

846 

Souttieast  Region 

^^^°°°^ 

Total  Insured  Commercial  Banks 

1,958 

100,00 

507,757 

100  00 

1587 

1444 

957 

1049 

902 

679 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

47 

240 

11,637 

229 

2259 

893 

11  13 

10  15 

868 

599 

within  26  to  50  basis  pts  of  standard 

46 

245 

20,626 

406 

1526 

17  19 

983 

1039 

928 

701 

within  51  to  75  t>asis  pts  of  standard 

69 

3  52 

27,615 

544 

1813 

1477 

756 

11  04 

887 

605 

within  76  to  1 00  basts  pla  of  standard 

64 

327 

12267 

2  42 

1833 

1492 

1073 

1100 

9  79 

690 

101  basts  pts  Of  more  over  standard 

1,455 

7431 

135.384 

26  66 

21  07 

1069 

881 

15  66 

14.34 

969 

All  well-capitalized  banks 

1,683 

85  96 

207.528 

40  87 

20  03 

1203 

899 

1388 

1248 

856 

Central  Region: 

Total  Insured  Commercial  Banks 

2.717 

100  00 

551.669 

100  00 

14  45 

1871 

708 

1026 

885 

689 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

90 

331 

26,368 

478 

1418 

14.29 

891 

1016 

897 

671 

within  26  to  50  basis  pts  of  standard 

103 

3  79 

20,889 

3.79 

1541 

1551 

979 

1035 

926 

709 

within  51  to  75  tMisis  pts  of  standard 

98 

361 

14,543 

264 

1495 

1267 

9.03 

1075 

965 

685 

within  76  to  100  tuisis  pts  of  standard 

117 

4.31 

16,534 

300 

1545 

1307 

9.74 

11  11 

993 

691 

101  basis  pts  or  more  over  standard 

1,999 

7357 

180.922 

32  80 

2217 

1165 

723 

14.41 

13.32 

878 

All  well-capitalized  banks 

2,407 

88  59 

259.258 

46  99 

1998 

12.38 

7.87 

1313 

1203 

820 

Midwest  Region 

Total  insured  Commercial  Banks 

2954 

100  00 

231.153 

100  00 

20  95 

13  37 

564 

12.25 

10.63 

7.83 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

66 

223 

7,321 

317 

13  95 

1635 

721 

1021 

885 

6.59 

within  26  to  50  basis  pts  of  standard 

68 

230 

11,129 

481 

2358 

1372 

7.72 

10.38 

905 

643 

within  51  to  75  basis  pis  o(  standard 

96 

325 

17,880 

765 

1892 

1297 

645 

1074 

952 

662 

within  76  to  100  basis  pts  of  standard 

92 

311 

10.080 

436 

1890 

1431 

838 

11  03 

986 

676 

101  basis  pts  or  more  over  standard 

2,406 

81  45 

113.984 

4931 

28  06 

994 

479 

1594 

1480 

923 

All  well-capitalized  banks 

2,728 

92  35 

160.194 

69  30 

25  52 

11  10 

552_ 

14.34 

1316 

851 

Soutfiwest  Regk>n: 

Total  Insured  Commercial  Banks 

2.179 

100  00 

267,617 

100  00 

24  23 

14.10 

681 

11.77 

10,34 

639 

Well-Capitalized  Banks 

within  25  tiasis  pts  of  standard 

48 

2.20 

9.243 

345 

21  71 

1215 

5.92 

10.97 

970 

5.40 

within  26  to  50  basis  pts  of  standard 

38 

165 

8.721 

326 

21  38 

1784 

8.78 

1O40 

9,16 

5.81 

within  51  to  75  basis  pts  of  standard 

97 

4  45 

29.232 

10.92 

2128 

1203 

5.97 

11  77 

1032 

5  57 

within  76  to  100  basts  pla  of  standard 

too 

4  59 

10.744 

4.01 

22  49 

11  01 

8.40 

11  56 

1037 

■  633 

101  basis  pis  or  more  over  standard 

1,485 

6815 

102.980 

38  48 

31  55 

946 

s.es 

1679 

15  63 

885 

All  wall-capitalized  thanks 

1,766 

8105 

160,920 

60  13 

27  97 

1064 

672 

1484 

1362 

773 

WestRegkKi: 

Total  Insured  Commercial  Banks 

1.485 

100  00 

540.791 

100  00 

7  40 

1966 

860 

944 

7  19 

619 

Well-Capitalized  Banks 

within  25  basis  pts  of  standard 

47 

321 

31,702 

586 

977 

1632 

701 

10.90 

847 

588 

within  26  to  50  basis  pts  of  standard 

51 

3.48 

13,326 

246 

1010 

1660 

1062 

10  35 

857 

6  49 

within  51  to  75  basis  pts  of  standard 

83 

5.87 

13.492 

249 

13  87 

1886 

9.11 

1081 

942 

737 

within  76  to  100  basis  pts  of  standard 

67 

4  57 

11.984 

222 

1002 

1627 

11  07 

11  03 

969 

7  10 

892 

60  89 

71,025 

1313 

17.15 

1432 

841 

155S 

14  19 

9  95 

All  well-capitalized  banks 

1,140 

77  82 

141,530 

2617 

1391 

1558 

859 

13  12 

11  49 

8  21 

Nation 

Total  Insured  Commefcial  Banks 

12.343 

100  00 

3.389.472 

100.00 

12  58 

18  14 

703 

9  74 

771 

617 

Well-Capitalized  Banks 

within  25  tusis  pts  of  standard 

336 

272 

118.652 

350 

13  57 

1427 

714 

1043 

869 

651 

within  26  to  50  basis  pts  of  standard 

329 

267 

82,422 

243 

1603 

16.06 

965 

1038 

911 

6  71 

within  51  to  75  basis  pts  of  standard 

480 

389 

124,416 

367 

1813 

1339 

690 

1127 

9  75 

6  24 

within  76  to  100  basis  pts  ol  standard 

480 

389 

75.648 

223 

15  37 

1346 

917 

11.57 

1031 

6  79 

101  basis  pis  or  more  over  standard 

8,859 

71  77 

779,847 

2301 

2148 

11  79 

711 

15.39 

14  12 

9  21 

All  well-capitalized  banks 

10,484 

84  94 

1,180,984 

34  84 

19  56 

1261 

740 

1379 

1244 

830 

*  A  "well-caprtalized'  bank  has  a  Total  Risk-Based  Capital  to  Totai  Rtek-Weightsd  Assets  ratio  of  at  least  10%.  a  Tier  One  Capital  to  Total  Risk-Weighted  Assets 
ratio  of  at  least  6%.  and  a  Leverage  ratio  (Tier  One  Capital  to  Adjusted  Average  Assets)  of  al  least  5%.   Please  note  that  this  table  is  based  soiety  on  Call  Report  data 
and  do6«  not  reflect  supervisory  upgrades  or  downgrades. 

Difference  from  well-caprtalized  standard  is  based  on  difTerefKe  from  a  Total  Risk-Based  Caprtal  to  Total  Risk-Wetghtad  Assets  ratio  ol  10%. 
or  from  a  Tier  One  Capital  to  Total  Risk-Weighted  Assets  ratio  of  6%.  or  from  a  Leverage  ratio  of  5% 

For  example,  a  t>ank  is  \vithin  25  basis  pts  of  standarcf  if  any  ol  the  three  ratios  is  within  25  basis  points  of  the  standard: 
a  t>ank  is  "within  26  to  50  basts  pts'  tf  any  of  the  three  ratios  is  within  26  to  50  t>asis  points  of  the  standard. 
but  none  is  within  25  basis  points  of  the  standard;  and  so  forth. 

**  Nonfarm.  nonresidential  toans  cortsist  of  real  estate  loans  secured  by  commercial  properties. 
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MONEY   &    MARKETS 


WHY  BANKS  ARE 
STILL  STINGY 

They  are  ready  to  lend  more.  But  a  slow  recovery  and  a  slew  of  regulations  are  clogging  the 
credit  pipeline  to  small  businesses.  The  result:  a  still  slower  recovery  ■  by  Terence  P.  Pare 

WHEN  President-elect  Bill  Clin- 
ton asked  bankers  during  his 
recent  economic  conference  in 
Little  Rock  if  they  could  spare 
a  dime  to  buck  up  the  ailing  economy,  they 
replied  that  they  could  do  a  trillion  limes 
better  than  that.  Bankers,  Citicorp's  John 
Reed  among  them,  said  they  could  lend  up 
to  $100  billion  under  the  right  conditions. 
That  would  boost  total  business  lending  by 
banks  16%.  Cost  to  the  taxpayer  for  this 
badly  needed  fiscal  stimulus:  zip. 

But — and  there's  always  a  but — for  banks 
to  parcel  out  that  princely  sum,  two  condi- 
tions would  need  to  prevail.  The  recovery 
would  have  to  be  a  lot  stronger  than  it  is 
now,  and  Congress  would  have  to  lighten 
the  regulatory  burden  on  banks,  which  are 
laboring  under  a  mountain  of  prescripts  im- 
movable even  for  Mohammed.  Then  insti- 
tutions could  begin  to  shift  some  of  their 
stash,  currently  parked  in  a  huge  portfolio 
of  ultraconservative  Treasury  securities, 
into  loans. 

Bankers  say  they  could  dribble  a  few  bil- 
lions right  now  to  credit-starved  small  busi- 
nesses, the  little  engines  that  really  could 
put  some  steam  into  the  recovery.  A  strong- 
er rebound  would  then  increase  loan  de- 
mand further  down  the  economic  track, 
and,  the  argument  goes,  pretty  soon  most 
companies  would  be  on  board  chugging  to 
the  promised  land.  But  let  the  paper  Ever- 
est of  regulation  stand,  and  the  nation  can 
kiss  this  free  fiscal  stimulus  goodbye. 

Self-serving  as  this  argument  is,  many  ex- 
perts say  the  bankers  have  a  point.  During  a 
talk  that  he  gave  recently  at  the  Brookings 
Institution,  David  W.  Mullins  Jr,  vice 
chairman  of  the  Federal  Reserve,  agreed 
that  people  should  be  concerned  that  over- 
regulation  of  the  banking  system  was  caus- 
ing economic  damage.  His  suggestion; 
"Launch  a  search-and-destroy  mis.sion  to 
eliminate  these  regulatory  impediments." 
Reporter  Associate  Mark  D.  Fefer 


Norwest's  Kovacevich  says  that  overzealous  bank  examiners  have  made  loan  officers  too  timid. 


The  regulations  in  everyone's  gunsights 
spring  from  the  Federal  Deposit  Insurance 
Corp.  Improvement  Act  of  1991.  or  FDICIA, 
pronounced — usually  with  a  sneer — Fuh- 
DlSH-uh.  Enacted  at  the  end  of  1991,  the  law 
requires  that  federal  regulators  enforce  a  host 
of  new  and  costly  commandments.  Where 
regulators  once  saw  themselves  in  partner- 


ship with  banks,  assisting  in  the  process  of 
maintaining  a  sound  financial  system,  now 
they  increasingly  find  themselves  at  odds  with 
the  lenders.  They  are  charged  with  seeing  that 
institutions  meet  the  law's  standards  for  asset 
quality,  loan  documentation,  credit  under- 
writing, and  even  minimum  earnings. 
Worried  that  examiners  toiling  under  the 
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latest  guidelines  will  question 
what  used  to  be  routine  lending 
decisions,  many  bankers  infuse  all 
but  the  soundest  borrowers.  Take 
a  chance  on  anything  less  than  the 
most  sterling  credit,  says  Richard 
Kovacevich,  president  of  Nor- 
west,  the  big  regional  bank  head- 
quartered in  Minneapolis,  "and 
bankers  worry  that  examiners  are 
going  to  come  in  with  both  barrels 
blasting  and  shoot  everyone  in 
sight." 

The  chief  victims  of  such  fear: 
small  businesses.  Large  compa- 
nies can  raise  money  by  issuing 
bonds  or  commercial  paper,  but 
small  companies  depend  on  banks 
to  provide  the  financing  that  al- 
lows them  to  grow  and  prosper. 

Simple  justice  demands  that  entrepre- 
neurs have  access  to  the  credit  system  that 
their  tax  dollars  help  support.  But  enlight- 
ened self-interest  provides  an  equally  com- 
pelling reason.  When  it  comes  to  economic 
power,  these  mice  roar  Because  they  grow 
much  faster  than  big  firms,  they  create  more 
jobs.  Companies  with  fewer  than  500  em- 
ployees, the  common  definition  of  "small," 
account  for  about  57%  of  jobs  in  the  private 
sector.  Between  1977  and  1987,  small  busi- 
nesses produced  11.3  million  of  the  16.5  mil- 
lion net  new  jobs.  From  1988  to  1990,  small 
companies  provided  virtually  all  of  the  2.7 
million  net  new  jobs.  Large  concerns  shed 
500,000  jobs  over  the  same  period.  Small 
businesses  also  innovate  more  than  big  busi- 
nesses do.  To  hear  the  Small  Business  Ad- 
ministration tell  it,  on  average,  small  techix>- 
logically  oriented  firms  produce  two  times 
the  new  products  per  employee 
that  large  firms  do. 

But  according  to  Arthur  An- 
dersen's Enterprise  Group  and 
National  Small  Business  United, 
a  trade  association,  23%  of  the 
small  businesses  that  tried  to  get 
bank  loans  in  1991-92  were 
turned  down.  Of  those  that  did 
get  loans,  10%  received  less 
money  than  requested.  What 
sticks  in  the  craw  of  the  credit- 
strapped  entrepreneurs  is  that 
last  year,  when  banks  were  gen- 
erating their  best  profits  ever 
and  interest  rates  were  as  low  as 
hockey  scores,  $645.7  billion  of 
bank  assets  sat  in  U.S.  govern- 
ment securities,  glittering  like 
Midas'  gold. 
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Albert  Gamper  of  CIT  will  provide  credit— if  the  liorrower  is  big  enough. 


Bank  lending  has  increased  lately — ever 
so  slightly.  According  to  Federal  Reserve 
data,  over  September  banks  had  increased 
their  commercial  and  industrial  loan  port- 
folios a  slender  $2.2  billion  to  $603  billion 
on  a  seasonally  adjusted  basis.  But  foreign 
banks,  which  account  for  about  one-fourth 
of  all  U.S.  domestic  bank  business  loans, 
kicked  in  most  of  the  improvement,  $1.6 
billion.  And  according  to  John  Valentino. 
executive  vice  president  of  Bank  of  Tokyo 
Trust,  foreign  banks  are  now  starting  to 
pull  back,  owing  to  economic  problems  at 
home. 

Finance  companies  have  helped  ease  the 
crunch — and  did  well  by  doing  good.  With 
plenty  of  cash  to  lend  and  the  willingness  to 
stick  it  out  in  tough  markets,  they  have 
muscled  market  share  away  from  the  banks. 
While  business  loans  at  banks  declined 


from  $642  billion  at  the  stari  of 
the  recession  in  July  1990  to 
$603  billion  last  September,  fi- 
nance company  portfolios  grew 
from  $288  billion,  equal  to  45% 
of  bank  business  loans,  to  $303 
billion,  over  50%.  But  there  are 
large  segments  of  the  small-busi- 
ness market  that  finance  compa- 
nies can't  service  Says  Albert  R. 
Gamper  Jr.,  chief  executive  of 
the  CIT  Group,  the  big  New  Jer- 
sey finance  outfit:  "It  is  hard  for 
us  to  lend  less  than  $1.5  million." 
These  days  banks  are  in  a  good 
position  to  start  lending  again. 
The  infamous  "December  Sur 
prise,"  in  which  billions  of  dollars 
of  assets  were  going  to  be  seized 
by  regulators — and  taxpayers 
were  going  to  be  stiffed  in  another  S&L-type 
rescue — never  happened.  The  cleanup  and 
consolidation  of  commercial  banks  has  pro- 
ceeded smoothly,  more  or  less.  True,  the  in- 
surance fund  was  $5.5  billion  in  the  red  as  of 
June  30  last  year,  and  the  banking  mess  is  far 
from  over.  But  the  Federal  Deposit  Insur- 
ance Corp..  for  which  banks  pick  up  the  tab, 
has  managed  to  pay  the  cost  so  far  without 
tapping  the  taxpayer 
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OW  INTEREST  RATES  that  led 
to  record  bank  profits  made  the 
FDIC's  job  easier.  The  Fed  has 
been  easing  rates  virtually  since  the 
recession  began,  thereby  allowing  banks  to 
pay  less  for  deposits.  But  the  interest  on  the 
loans  that  banks  still  hold  has  stayed  rela- 
tively high,  as  has  the  yield  on  that  enor- 
mous portfolio  of  Treasury  securities.  The 
,  difference  between  what  banks 
5  pay  for  deposits  and  what  they 

1  earn  on  loans  and  investments 

2  has  produced  the  widest  net  in- 
%  terest   margin   on   record,  4.49 
I  percentage  points. 
I       Fat  margins  lead  to  weighty 

3  profits.  In  the  first  nine  months 
I  of  1992,  banks  amassed  a  star- 
f  tling  $24.1  billion  in  earnings, 
I  nearly  as  much  as  the  $24.9  bil- 
lion that  the  industry  reported  in 
the  entire  year  of  1988,  its  previ- 
ous record  high.  Nonperforming 
loans  are  down  14%  compared 
with  the  third  quarter  of  1991. 
And  the  industry's  equity-capi- 
tal-to-assets  ratio  stands  at  7.4%, 
the  highest  in  26  years. 

A  few  clouds  still  obscure  the 
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silver  lining,  though.  Instead  of  sweeping 
the  nation,  the  economic  expansion,  like  the 
recession  before  it,  seems  to  be  making  its 
way  across  the  country  like  an  itinerant  rain- 
maker in  a  tin  lizzie.  So  testifies  KeyCorp, 
the  regional  bank  based  in  Albany,  New 
York,  that  stretches  across  the  northern  tier 
of  the  U.S.  from  Maine  to  Alaska.  Key  has 
had  double-digit  increases  in  loan  portfolios 
in  Washington  and  Oregon.  But  demand  is 
weak  elsewhere.  Sighs  chief  credit  officer 
James  Menzies:  "On  the  East  Coast  we  had 
no  loan  growth  in  1992.  We'd  be  happy  with 
a  3%  to  4%  increase  in  1993." 

THE  REAL  ESTATE  debacle  con- 
tinues to  haunt  the  industry.  While 
the  number  of  what  the  FDIC  calls 
"problem  banks"  was  down  to  909 
as  of  September  1992,  from  1,005  a  year  be- 
fore, the  institutions  now  on  the  list  are  big- 
ger. Assets  in  troubled  banks  are  up  21%, 
from  $401  billion  to  $488  billion.  Another 
specter  is  a  possible  interest-rate  spike. 
Right  now  nearly  IS'^  of  bank  loans  and 
securities  have  fixed  rates  and  maturities  of 
at  least  five  years,  up  from  about  16%  when 
the  recession  began.  That's  good  business 
as  long  as  falling  interest  rates  drive  the  val- 
ue of  those  assets  up.  But  if  rates  head 
north,  the  value  of  those  investments  will 
go  south. 

Despite  these  problems,  bankers  say  they 
want  to  lend.  Locking  up  assets  in  Treasur- 
ies may  be  easier  than  making  loans,  but  it 
doesn't  pay  the  rent  over  the  long  run.  The 
prime  rate,  which  banks  charge  their  rock- 
solid  customers,  is  at  6%,  while  six-month 
Treasury  bills  are  at  3.3%.  Says 
Kenneth  Lewis,  head  of  retail 
banking  at  NationsBank:  "We 
have  got  to  translate  those 
Treasury  securities  into  loans  if 
we  are  going  to  attract  the  capi- 
tal that  we  need  to  grow." 

Bankers  complain  they  can't 
find  solid  borrowers,  a  view 
that  finds  support  in  some  sur- 
prising quarters.  Paul  Santillie, 
president  of  Pasta  Mama's,  a 
Richland,  Washington,  pasta- 
maker  that  generates  about  $3 
million  in  sales  annually,  has 
had  no  trouble  borrowing.  But 
he  says  a  big  problem  for  his 
fellow  entrepreneurs  is  that 
many  of  them  don't  run  their 
shops  very  well.  In  his  opinion, 
banks  are  simply  making  sensi- 
ble business  decisions.  Of  his 


own  creditworthiness,  he  concedes:  "We've 
been  blessed  with  a  market  for  our  product 
that  is  hot." 

What  if  you  make  not  fusilli  but  the  co- 
mestible likely  to  supplant  it  in  consum- 
ers' taste?  In  years  past  you  might  have 
qualified  for  the  so-called  character  loan. 
This  kind  of  loan  cannot  be  justified  by 
any  objective  criterion  but  represents  a 
banker's  leap  of  faith  in  an  entrepreneur's 
idea — heavier-than-air  flight,  perhaps,  or 
personal  computers.  It  is  the  type  of  loan 
that  is  most  threatened  by  overzealous 
regulation. 

If  there  is  an  art  to  banking,  it  lies  in 
making  a  character  loan.  A  businessperson 
comes  into  the  bank  with  a  brand-new 
idea.  The  banker  thinks  it  just  might  work, 
but  she  can't  prove  it.  Yes,  she  asks  for  fi- 
nancial projections  and  market  studies, 
but  they  are  still  speculation.  What  does 
the  banker  do?  Says  John  G.  Medlin  Jr., 
chief  executive  of  Wachovia  Corp.,  who 
worked  the  loan  desk  in  the  1960s  making 
character  loans:  "You  simply  have  to  look 
into  someone's  eyes  and  perceive  that  he 
is  indeed  earnest  and  capable  and  passion- 
ate about  his  particular  project,  and  agree 
to  gamble  on  him." 

Then  you  have  to  justify  the  loan  to  the 
bank's  internal  review  staff  and  the  bank 
examiner.  Here  is  where  the  process  breaks 
down.  First,  regulations  require  substan- 
tially the  same  amount  of  paperwork  and 
loan  documentation  for  a  small  amount  as 
for  a  large  one.  That  rule  can  easily  make 
some  small  loans  unprofitable  for  the  bank 
by  increasing  its  cost  of  business,  and  un- 


Mellon  Bank's  CEO,  Frank  Cahouet,  thinks  new  regulations  are  too  strict, 


economical  for  the  borrower  by  increasing 
his  cost  of  money. 

Indeed,  a  banker  might  wonder,  why 
bother  with  small-business  loans  at  all? 
Regulation,  by  its  nature,  favors  standard- 
ization. And  small-business  loans  are  as 
heterogeneous  as  loans  get.  It  is  much  sim- 
pler for  a  bank  to  focus  on  consumer  loans, 
which  are  easily  and  quickly  evaluated,  of- 
ten by  computer.  Unlike  small-business 
loans,  which  are  difficult  to  bundle  together 
and  sell  off  because  of  the  singularity  of  the 
underlying  credits,  consumer  loans  may  be 
unloaded  easily  if  an  institution  needs  to 
raise  capital,  as  the  huge  markets  in  credit 
card  receivables  and  mortgage-backed  se- 
curities demonstrate. 

CONGRESS  crafted  FDICIA  to 
protect  the  bank  insurance  fund, 
which  was  depleted  by  the  ex- 
cesses of  the  1980s.  Bankers  agree 
that  lending  practices  went  awry  then,  but 
insist  that  the  new  regulations  swing  too  far 
back  in  the  other  direction.  Says  Frank  V. 
Cahouet,  chief  executive  of  Mellon  Bank; 
"Our  business  is  to  measure  risk  and  oper- 
ate in  a  safe  band.  If  you  create  legislation 
that  takes  all  the  risk  out  of  banking,  at  the 
end  of  the  day  you  are  going  to  deprive  the 
small  business." 

Top  regulators  are  jawboning  their  troops 
about  easing.  But  the  men  and  women  on 
the  firing  line  who  actually  enforce  the  rules 
have  little  incentive  to  lighten  up.  If  the  ex- 
aminer is  conciliatory  and  the  bank  pros- 
pers, what  does  the  examiner  get?  Nothing. 
But  let  the  bank  head  into  trouble,  and  the 

examiner  will  get  something,  all 

right — most  likely  a  pink  slip. 

Lending  to  small  business 
has  never  been  the  glamorous 
part  of  banking.  For  every  cli- 
ent the  big  corporate  lending 
officer  has,  the  small-business 
banker  has  dozens.  His  clients 
don't  wear  Armani  suits;  they 
dry-clean  them.  Compensation 
for  the  small-business  banker, 
besides  the  profit  he  earns,  is 
the  opportunity  to  use  his  skUls 
to  participate  in  the  growth  of  a 
great  business — and  the  econo- 
my overall— by  making  good 
loans.  If  the  new  Administra- 
tion doesn't  find  a  way  to  open 
the  credit  markets  to  small 
business,  this  potential  eco- 
nomic powerhouse  fos  the 
1990s  will  short  out.  H 
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Clinton  Package  to  Ease  Credit  Crunch 
Includes  Plan  to  Spur  Real  Estate  Market 


By  Kenneth  H.  Bacon 

staff  Reporter  of  The  Wall  Street  Journal 

WASHINGTON  -  President  Clinton's 
program  to  ease  the  credit  crunch,  which 
will  be  unveiled  tomorrow,  contains  a 
package  of  measures  designed  to  bring 
new  life  to  depressed  real  estate  markets. 

The  primary  goal  of  the  five-part  pro- 
gram is  to  make  it  easier  for  banks  to  lend 
to  small  businesses.  But  as  administration 
officials  and  bank  regulators  studied  small 
business  lending  conditions,  they  realized 
that  banks  will  be  reluctant  to  lend  more 
until  real  estate  markets  are  more  liquid 
and  bankers  are  more  confident  about  the 
value  of  real  estate.  Real  estate  is  often 
used  as  collateral  for  small  business  loans. 
Other  major  small  business  portions  of  the 
program  have  been  disclosed  tiefore  but 
not  those  involving  real  estate. 

One  key  provision  of  the  Clinton  plan 
would  make  it  easier  for  banks  to  sell  real 
estate  they  have  obtained  after  foreclosing 
on  loans.  A  new  regulation  will  allow  banks 
to  lend  money  to  someone  who  buys  fore- 
closed property  from  the  bank  and  to  treat 
the  loan  as  a  normal,  performing  credit. 
Current  regulations  make  such  financing 
difficult  by  restricting  how  it  is  carried  on 
the  bank's  books. 

The  change  should  speed  the  sale  of  the 
$28  billion  in  foreclosed  property  that 
banks  carried  on  their  books  at  the  end  of 
the  third  quarter.  In  particular,  the  change 
should  clear  the  way  for  some  banks  to  sell 
off  foreclosed  properties  in  packages, 
rather  than  one  by  one.  This  is  a  cheaper, 
more  efficient  way  to  shed  unwanted  as- 
sets. 

The  administration's  package  "will 
modernize  a  series  of  outdated  regulations 
and  examiner  attitudes,  and  make  it  easier 


for  lenders  to  lend,"  Deputy  Treasury 
Secretary  Roger  Altman  told  a  meeting  of 
the  Institute  for  International  Bankers. 

The  measures  will  deliver  on  Mr.  Clin- 
ton's promises  to  try  to  spur  lending  to 
small  business.  Although  many  of  the 
changes  are  technical,  Mr.  Clinton  re- 
cently spent  about  an  hour  reviewing 
details  of  the  program. 

All  four  bank-regulatory  agencies-the 
Comptroller  of  the  Currency,  the  Federal 
Deposit  Insurance  Corp.,  the  Federal  Re- 
serve Board  and  the  Office  of  Thrift  Super- 
vision -  have  agreed  to  the  changes  in 
principle.  Still,  it  will  take  the  agencies 
about  three  monttis  to  complete  the  admin- 
istrative steps  required  to  promulgate 
the  changes. 

Details  of  the  program  remain  subject 
to  change,  but  people  familiar  with  the 
administration's  initiative  say  it  covers 
these  five  areas: 

-Loans  to  small-  and  medium-size 
businesses.  As  reported,  the  program  will 
free  top-rated  banks  -  those  in  the  top  two 
of  the  five  supervisory  rankings  -  from 
current  rules  that  require  them  to  apply  a 
long  list  of  lending  criteria  and  documenta- 
tion requirements  to  every  small-business 
loan.  This  will  allow  them  to  make  loans  of 
as  much  as  a  certain  size  -  probably  $250,- 
000  -  based  on  the  borrower's  character 
and  reputation,  as  long  as  the  loans  fall 
within  certain  broad  lending  standards. 

-Real  estate.  Aside  from  making  it 
easier  for  banks  to  sell  foreclosed  property, 
agencies  will  relax  appraisal  requirements 
for  real  estate.  Appraisal  requirements 
will  be  eased  or  eliminated  for  real  estate 
securing  small-business  loans.  In  addition, 
appraisal  thresholds  will  be  raised  for- 
other  real  estate  loans.  This  will  reduce  the 
cost,  time  and  paperwork  of  obtaining 
loans.  The  agencies  also  will  instruct  ex- 
aminers to  avoid  forcing  banks  to  svrite 
down  troubled  loans  to  the  "liquidation," 
or  fire-sale,  value  of  underlying  real  estate 
in  cases  where  it  makes  more  sense  to 
assume  that  property  will  be  sold  at  higher 
value. 

,  -Appeals  and  complaints  process. 
Agencies  will  establish  ombudsmen  to  deal 
with  complaints  from  banks,  as  well  as 
rejected  borrowers  who  believe  they  were 
discriminated  against. 

-Examinations.  Agencies  will  work 
together  to  eliminate  duplication,  over- 
lap and  conflicting  guidance  to  banks. 
Examiners  also  will  receive  new  instruc- 
tions on  how  to  deal  with  "other  assets 
especially  mentioned."  Some  examiners 
have  improperly  lumped  such  loans,  which 
have  raised  concerns  but  aren't  yet  classi- 
fied as  troubled,  with  loans  that  banks 


must  hold  reserves  against. 

-Future  measures.  The  regulators 
plan  to  look  at  accounting  changes  that 
would  make  it  easier  for  banks  to  restore 
troubled  loans  to  healthy,  income-earning 
status.  Mr.  Altman  said  the  administration 
may  also  propose  a  package  of  legislative 
proposals  later,  but  gave  no  details.  Mr. 
Clinton  does  plan  to  propose  a  program  to 
encourage  the  establishment  of  commu- 
nity development  banks  to  boost  lending  in 
the  inner  cities.  He  also  has  mentioned  the 
possibility  of  establishing  a  secondary 
market  for  small-business  loans,  which 
would  allow  banks  to  sell  such  loans  just  as 
they  sell  mortgages  and  credit-card  receiv- 
ables. 

The  banking  industry,  while  pleased  by 
the  administration's  program,  wants 
more.  Bankers  are  urging  Congress  to 
repeal  parts  of  a  1991  banking  law  that 
tightened  bank  regulation.  However,  the 
administration  doesn't  want  a  legislative 
fight  on  banking  laws  now,  and  isn't  likely 
to  support  the  industry's  efforts. 

"It  could  be  politically  counterproduc- 
tive for  banking  interests  to  be  perceived 
as  dismissive  of  the  rather  substantial 
changes  that  the  administration  is  offer- 
ing,"  said  Orin  Kramer,  a  New  Jersey 
investment  adviser  and  banking  consult- 
ant to  the  Clinton  administration.  "These 
measures  should  have  a  stimulative  effect 
for  both  banks  and  borrowers." 
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OattinC  a  Handl*  on  Compilance  Costs 

Expense  as  a  percentage  of  1991  pretax  Income 
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Banks  Accused  of  Inflating 
Compliance  Cost  Estimates 


By  STEVE  KUNKERMAN 

In  arguing  for  regulatory  re- 
lief, banking  lobbyists  have  been 
using  inflated  eslimates  of  com- 
pliance costs  that  do  not  account 
forofTselting  financial  and  social 
beneflts,  a  group  of  Indiana  Uni- 
versity economists  has  con- 
cluded. 

Their  study,  commissioned 
by  the  University  of  Wisconsin, 
put  the  costs  of  complying  with 
15  consumer  protection  and 
public  interest  rules  at  13.6%  of  j 
pretax  income  in  1991. 

Sharp  Contrast 

The  conclusion,  based  on  a 
survey  of  445  banks  of  all  sizes, 
contrasts  with  estimates  of  24% 
and  45%  given  by  the  Indepen- 
dent Bankers  Association  of 
America  and  the  American 
Bankers  Association,  respec- 
tively. 

Those  groups  incorporated 
ceilain  basic  expenses  -  snch  as 
formal  written  policies  -  that 
should  be  considered  normal 
coMs  of  doing  business,  said 
Kcoert  \Y.  .".jocKars.  dean  of  the 

graduate  banking  school  at  the 
University  of  Wisconsin.  "We 
think  our  figures  are  a  lot  more 
accurate." 

Laws'  Effectiveness  Qnestioned 
To  be  sure,  even  the  more 
conservative  fmdings  of  the 
Wisconsin  study,  which  was 
funded  by  the  banking  school's 
Herbert  V.  Prochnow  Educa- 
tional Foundation,  raise  ques- 
tions about  the  effectiveness  of 
laws  that  have  made  regulatory 
compliance  a  major  challenge 
for  bank  managements. 

Among  those  often  com- 
plained about  are  the  Communi- 
ty Reinvestment  Act,  Truth-in- 
Lending  Act,  and  Equal  Credit 
Opportunity  Act 


'  By  eliminatmg  required  pa- 
perwork and  passing  the  savings 
along  to  consumers,  banks 
would  be  able  to  reduce  loan 
rates  by  a  percentage  point,  ac- 
cording to  the  study. 

About  19%  of  the  banks  sur- 
veyed said  they  had  reslrictea 
product  offerings  because  of 
CRA  concerns.  And  there  was 

an  overwhelming  sense  that  con- 
sumers do  not  even  read  most  of 
the  special  disclosures  banks  are 
required  to  provide. 

Mr.  KJockars  said  it  is  becom- 
mg  clear  that  discussions  about 
compliance  costs  are  being  con- 
ducted in  a  vacuum. 

No  Data  on  Fee  Income 

Not  only  is  there  no  "signifi- 
cant" research  into  whether  con- 
sumers place  value  on  bank  dis- 
closures, he  said,  but  there  is  no 
data  on  interest  and  fee  income 
thai  banks  add  by  making  CRA 
loans  and  providing  other  ser- 
vices \n  compliance  with  vari- 
ous rules. 

Officials  of  the  American 
Bankers  Association  and  the  In- 
dependent Bankers  Association 
of  America  say  they  have  not  at- 
tempted to  determine  income 
from  complying  with  consumer 
regulations. 

But  such  income  can  be  con- 
siderable, said  Charles  K.  Gif- 
ford,  president  of  Bank  of  Bos- 
ton Corp.  "We've  already 
proved  to  ourselves  we  can 
make  money  making  CRA-relat- 
ed  loans,"  he  said. 

Bank  of  Boston  recently  dou- 


bled its  community  and  small- 
business  lending  goal  to  $6  bil- 
lion, with  many  of  the  loans  to 
be  made  in  inner-city  areas.  The 
bank  said  fee  income  could 
prove  as  valuable  as  lending 
income. 

At  the  same  time.  Bank  of 
Boston  is  coping  with  a  paper- 
work overload  and  is  struggling 
to  amass  information  needed  for 

Researchers  say  the 
cost  figures  do  not 

account  for 
offsetting  benefits. 

a  precise  cost-benefit  analysis, 
said  John  Tiemey,  head  of  the 
lending  initiative. 

Analysis  Is  Difflealt 
Indeed,  an  industrywide  scar- 
city of  information  on  revenue 
from  community  and  consumer 
lending  poses  a  serious  obstacle 
to  meaningful  analysis  of  the  so- 
called  regulatory  burden,  said 
Anjan  V.  Thakor.  an  Indiana 
University  economist  who  led 
the  research  project. 

John  Taylor,  executive  direc- 
tor of  the  National  Community 
Reinvestment  Coalition,  said 
the  more  than  200  community 
groups  in  the  coalition  had  ex- 
amined roughly  500  CRA  com- 
pliance agreements  and  had  con- 
cluded that  at  least  $30  billion  of 
lending  commitments  had  been 
made  since  CRA's  enactment  in 
1977 

In  1992  alone,  NationsBank 
Corp.  said  it  booked  $2.2  billion 
of  community  investment  loans. 

"From  where  I  sit,  the  cost- 
benefit  equation  looks  tremen- 
dous," Mr.  Taylor  said. 

Malcolm  Bush,  president  of 
the  Woodstock  Group.  Chicago, 
said  requiring  banks  to  file  fed- 
eral reports  on  CRA-related 
loans  would  be  going  too  far. 
"Thai  would  be  government 
telling  banks  what  to  do  with 
their  money,"  he  said. 

But  Mr.  Thakor  said  the  fact 
that  CRA  compliance  has  be- 
come a  condition  of  federal  per- 
mission for  bank  acquisitions 
and  other  activities  "constitutes 
interference  with  the  credit  allo- 
cation process." 

Because  of  the  continuing 
cost-benefit  uncertainties,  Mr. 
Thakor  said,  more  study  is 
needed.  D 
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Tough  Guys 

'Regulators  From  Hell' 
Frighten  Some  Banks 
But  Also  Win  Praise 


Do  Officials  Like  Brian  Looft 
Prevent  Another  Crisis 
Or  Cause  aCredit  Crunch? 


An  Issue  of  'Bedside  Manner' 


By  Fred  R.  Bleakley 

staff  Reporter  of  TiiR  Wall  Strket  Journal 

In  a  strategy  session  with  colleagues,  a 
California  bank  executive  recently  listed 
on  a  chalkboard  the  problems  facing  the 
bank.  After  increased  competition  and 
deposits  lost  to  low  interest  rates,  he  wrote 
"George  Masa." 

His  audience  understood.  As  director 
of  the  Federal  Deposit  Insurance  Corp.'s 
San  Francisco  region.  Mr.  Masa  holds 
sway  over  526  banks.  Ever  since  he  as- 
sumed his  position  a  year  and  a  half  ago, 
critics  say.  his  field  examiners  have  acted 
as  though  a  Texas-style  banking  disaster 
were  threatening  the  West  Coast. 

"He's  doubled  the  intensity  of  exams 
out  here,"  says  Robert  Dickey,  a  Santa 
Barbara  banking  consultant.  Moreover,  in 
giving  banks  a  final  grade.  Mr.  Masa  and 
his  deputies  sometimes  deliver  a  harsher 
mark  than  recommended  by  field  exam- 
iners, say  Mr.  Dickey  and  bankers  who 
say  they  have  had  it  happen  to  them. 
Bane  of  Bankers 

Mr.  Masa  is  one  of  what  bankers  call 
"regulators  from  hell. "-These  are  exam- 
iners, or  examiners'  bosses,  who  some 
bankers  contend  are  putting  a  chill  on 
lending  and  imperiling  the  economic  re- 
covery. Regulators  can  decide  whether  a 
bank  fails  or  is  shackled  with  operating 
restraints,  whether  management  should 
be  shown  the  door  and  whether  bank 
directors  are  surprised  at  their  homes  with 
letters  asking  for  an  accounting  of  their 
personal  assets. 

Observers  say  regulators  are  exercis- 
ing their  power  with  an  unprecedented 
lack  of  restraint.  David  Bizer.  deputy  chief 
economist  for  the  Securities  and  Exchange 
Commission,  recently  compared  regulator 
examinations  against  bank  balance  sheets 
quarter  by  quarter  for  four  years  begin- 
ning in  mid- 1988.  His  conclusion:  "Exam- 
iner ratings  went  down  in  a  way  that 
cannot  be  explained  by  changes  in  balance 
sheets,  regional  economic  conditions  or 
the  fall  in  real-estate  prices." 

For  their  part,  the  regulators  and  ex- 
aminers say  they  are  just  doing  the  more 
detailed  job  Congress  requires.  "I  dispute 
that  we  are  going  overboard, "  says  Mr. 
Masa.  who  notes  that  the  shaky  California 
economy  still  calls  for  a  state  of  alert. 

Although  bankers  are  fully  aware  that 
Congress  has  passed  new  laws  requiring 
tougher  bank  examinations,  they  fault  the 
system  tor  giving  regulators  too  much 
latitude  in  interpreting  those  laws. 
Certain  Names 

As  for  naming  particularly  aggressive 
regulators,  bankers  are  afraid  to  do  so  in 
on-therecord  interviews,  for  fear  of  retri' 
bution.  But  during  informal  discussions 
among  bankers,  lawyers  and  consultants, 
certain  names  come  up  again  and  again.  In 
New  England,  for  instance,  Jimmy  Loy- 
less,  assistant  regional  FDIC  director,  is 
widely  considered  loo  lough.  In  Texas, 
it  is  Terry  Quanstrom.  a  senior  FDIC 
examiner,  who  gives  bankers  fits. 


The  improved  health  of  the  banking 
industry  has  brought  some  regulatory  re- 
lief for  bankers.  And  President  Clinton  has 
drawn  up  a  plan  to  ease  their  burden  still 
more,  through  such  measures  as  lengthen- 
ing the  horizon  for  valuing  real  estate.  But 
even  as  the  president  announced  his  plan 
in  February,  the  General  Accounting  Of 
fice  unveiled  a  study  suggesting  that 
examiners'  methods  weren't  thorough 
enough  to  ensure  an  accurate  picture  of  a 
bank's  soundness. 

The  simultaneous  calls  for  more  re- 
laxed and  more  stringent  regulation  put 
bank  examiners  "in  an  impossible  situa- 
tion."  says  former  Comptroller  of  the 
Currency  Robert  Clarke.  Robert  Reddish, 
a  senior  FDIC  examiner  in  Dallas,  says. 
"We  recognize  the  regulatory  burden 
banks  are  under.  But  there  is  a  signal  to  be 
tougher  and  we  have  a  mission  to  accom- 
plish. We're  walking  a  fine  line." 
What  Can  Happen 

A  bank  typically  is  examined  at  least 
once  a  year  by  state  and  federal  regula- 
tors. In  all,  about  7,000  bank  exam- 
iners oversee  more  than  12,000  banks  and 
the  remnants  of  the  thrift  industry.  If  an 
examiner  "classifies  "  a  loan- finds  it  defi- 
cient in  some  way  -  the  bank  can  be  asked 
to  set  aside  reserves  for  a  possible  loss; 
that  in  turn  can  reduce  the  institution's 
earnings  and  capital. 

In  Missouri,  some  bankers  say  the 
problem  has  a  name:  Brian  Looft.  A  Uni- 
versity of  Iowa  graduate  in  his  early 
30s,  Mr.  Looft  is  a  senior  FDIC  field 
examiner  who  frightens  bankers  with  a 
brusque,  hard-nosed,  by-the-book  style. 
"He's  the  FDIC  examiner  everyone  dreads 
to  see "  in  western  Missouri,  says  one 
banker.  Another  Missouri  bank  executive 
asserts  that  Mr.  Looft  once  criticized  his 
bank  fordisplaying  the  required  FDIC  logo 
on  only  three  of  its  four  teller  windows,  and 
for  allowing  a  loan  applicant  to  leave  the 
age  box  blank. 

In  examining  the  Bank  of  Jacomo  in 
Blue  Springs,  Mo.,  Mr.  Looft  "came  in  like 
gangbusters,  as  if  he  was  trying  to  catch  us 
at  something,"  says  Richard  Pryor,  who 
retired  recently  as  president  of  the  bank. 
Though  Mr.  Looft  found  no  evidence 
of  wrongdoing  in  the  1990  exam,  he  at- 
tached to  some  loans  a  lower  valuation 
than  had  the  bank,  infuriating  Mr.  Pryor. 
"By  the  time  he  left  we  were  hardly 
speaking,"  Mr.  Pryor  says. 

Another  former  bank  president  in  Blue 
Springs.  Charles  Qualkinbush,  says  Mr. 
Looft  quizzed  him  about  his  educational 
background.  When  the  banker  said  he  had 
only  finished  high  school,  he  says  Mr. 
Looft.  who  had  boasted  of  his  college 
degree,  said.  "Everyone  should  go  to  col- 
lege." 

Mr.  Looft  didn't  return  a  phone  call  to 
his  office  seeking  comment,  and  his  boss, 
James  Leese,  Kansas  City  FDIC  regional 
director,  declined  to  let  Mr.  Looft  speak  to 
a  reporter.  Mr.  Leese  says:  "Not  everyone 
has  the  same  bedside  manner.  Mr.  Looft 
gets  the  right  answers,  and  I  have  confi- 
dence in  his  ability. "  ,lerry  Swords,  a 
Kansas  City  banking  consultant,  adds: 
"We've  gone  into  a  couple  of  banks  where 
IMr.  LooftI  has  been  and  his  analysis  was 
right  on  target." 

Mr.  Quanstrom,  the  Texas  examiner, 
takes  pride  in  his  real-estate  expertise  and 
is  considered  cocky  and  overzealous  by  his 
banker  critics.  Working  out  of  the  FDIC's 
Fort  Worth  office,  he  wears  cowboy  boots, 
chain-smokes  and  has  little  to  say  to 
bankers  during  examinations. 

In  one  recent  exam,  when  the  president 
of  a  Texas  bank  protested  Mr.  Quan- 
Strom's  write-down  of  some  real  estate 
backing  a  loan,  "he  slammed  the  loan 
portfolio  shut,  said  These  discussions 
are  going  nowhere'  and  walked  out,"  says 
the  bank  president.  That  was  after  telling 
the  banker  he  was  first  in   his  class 


at  the  FDIC's  real-estate  training  school, 
the  banker  says.  Mr.  Quanstrom  referred  a 
call  to  his  regional  director.  Kenneth 
Walker,  who  described  Mr.  Quanstrom  as 
"a  highly  qualified  senior  examiner "  but 
wouldn't  let  him  comment. 

Fear  of  Revenge 

Mr.  Reddish,  the  Dallas  examiner,  de- 
fends a  regulator's  right  to  overrule  ap- 
praisers. "To  ignore  other  data  of  his  own 
would  be  remiss. "  says  Mr.  Reddish. 

Some  bankers  respect  Mr.  Quanstrom. 
James  Chambers,  president  of  the  Town 
and  Country  Bank  in  StephenvUle.  Texas, 
says.  "In  the  heat  of  the  moment  I  could 
have  strangled  him.  but  he  was  probably 
the  best  thing  that  happened  to  this  bank. " 
Another  banker  says  that  if  Mr.  Quan- 
strom hadn't  forced  him  to  increase  loan 
loss  reserves  and  curb  lending  practices, 
"we  might  have  woken  up  too  late." 

Bankers  fear  that  retribution  will  follow 
any  complaint  about  regulators.  "If  you 
quote  me  by  name,  they'll  come  in  and  tan 
my  hide,"  says  a  Texas  banker  who  is 
critical  of  Mr.  Quanstrom.  "I  complained 
once  four  years  ago  and  I've  been  paying 
the  price  ever  since.  They're  like  a  big 
fraternity." 

Although  regiUatory  officials,  including 
Mr.  Quanstrom's  boss,  Mr.  Walker,  say 
complainers  aren't  punished,  others  aren't 
so  sure.  A  recent  Salomon  Brothers  re- 
search report  questioned  the  likely  success 
1  of  the  Clinton  proposal  for  formal  reviews, 
noting  that  "a  bank  that  gets  its  examiner 
overridden  must  still  live  with  him.  " 
Effect  of  the  1980$ 

It  wasn't  long  ago  that  regulators  were 
taking  heat  for  not  averting  the  savings- 
and-loan  debacle  and  regional  banking 
crisis  of  the  1980s.  Hardened  by  the  criti- 
cism and  the  new.  tough  laws,  "storm 
troopers."  as  the  bankers  called  them, 
from  the  Comptroller  of  the  Currency's 
office,  led  the  charge  beginning  in  the  late 
1980s  into  greater  scrutiny  of  the  big 
national  banks.  Now,  examiners  from  the 
FDIC  are  raising  the  hurdle  for  thousands 
of  smaller  banks  under  its  jurisdiction. 

Bankers  complain  that  regulation  is 
subjective  and  inconsistent.  "Two  banks 
can  be  in  trouble:  one  gets  away  with  a 
mild  informal  agreement,  the  other  gets 
the  wrath  of  God,  all  the  way  to  a  detailed 
memorandum  of  undei'standing  and 
threats  of  civil  penalties  against  its  direc- 
tors,"' says  Edward  Furash,  a  Wash- 
ington. D.C.,  consultant.  The  difference, 
he  says,  may  simply  be  a  matter  of  the 
rapport  banks  have  with  examiners. 

In  exit  interviews  after  a  team  of 
examiners  has  spent  weeks  poring  over 
lending  and  other  documents,  some  banks 
have  been  told  to  expect  a  positive  grade, 
only  to  get  a  harsher  one  in  a  final 
report, 

Mr.  Masa  In  California  says  supervi- 
sors occasionally  are  obligated  to  give 
tougher  grades  than 
recommended  by 
examiners.  The  ex- 
aminer's "job  is  to 
identify  problems, " 
he  explains,  "and 
our  job  is  to  make 
the  final  decision 
regarding  supervi- 
sory action"  and  a 
bank's  rating. 

In  the  18  months 
that  Mr.  Loyless 
has  had  direct  su- 
pervision over  the 
Concord,  N.H., 
FDIC  office,  a  banking  expert  in  the  area 
says  field  examiners'  ratings  have  been 
overruled  in  favor  of  tougher  ratings  at 
least  three  times,  out  of  about  40  examina- 
tions. Such  actions,  he  adds,  lead  other 
examiners  to  give  tougher  grades,  for  fear 
of  being  overruled.  Mr.  Loyless  says  he  can 
recall  downgrading  an  examiner's  recom- 
mendation only  twice,  and  has  sometimes 
gone  the  opposite  way. 
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Mr.  Loyless  Is  one  examiner  whom 
some  bankers  love  to  hate.  To  some  extent, 
that  Is  not  surprising,  because  it  Is  Mr. 
Loyless's  job  to  tell  executives  and  direc- 
tors of  low-scoring  banks  in  bis  region 
precisely  how.  why  and  by  when  their 
institutions  must  be  shaped  up.  But  his 
critics  say  he  Is  unnecessarily  confron- 
tational, overbearing  and  vindictive. 

In  New  Hampshire.  "I  have  had  many 
reports  by  bankers  of  heavy  handedness 
by  the  FDIC  in  implementing  laws  passed 
by  Congress."  says  Rep.  Bill  Zellff.  a  New 
Hampshire  Republican,  who  called  a  meet- 
ing in  his  office  in  February  of  senior  FDIQ; 
officials  and  state  business  leaders. 
Bankers  themselves  declined  to  attend 
because  "they  are  scared  to  death." 

says  Rep.  Zellff.  He  wont  say  which 
regulators  have  been  accused  of  heavy- 
handedness.  but  his  constituency  includes 
the  area  over  which  Mr.  Loyless  presides. 

At  a  hearing  in  the  New  Hampshire 
legislature.  State  Sen.  Pete  Blaisdell  as- 
serted that  a  certain  FDIC  official  should 
"get  the  hell  out  of  the  state  so  we  can  get 
our  banks  to  loan  money  to  our  people." 
Among  other  things.  Sen.  Blaisdell  said  the 
official  was  telling  banks  that  character 
loans  (based  on  a  banker's  trust  of  a 
borrower)  were  "no  good."  In  an  inter- 
view. Sen.  Blaisdell  confirms  that  be  was 
referring  to  Mr.  Loyless. 

Mr.  Loyless.  a  diminutive.  39-year-old 
Georgia  native,  denies  warning  bankers 
against  character 
loans.  But  he  con- 
cedes that  he  has 
told  friends  that  "if 
some  of  the  charac- 
ters that  were 
loaned  money  in  the 
past  repaid  their 
debts  then  there 
might  be  more 
funds  to  lend  now." 

As  for  charges 
that  his  attitude  is 
a  contributor  to  a 
credit  crunch.  Mr. 
Loyless    maintains 
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business  lending  is  picking  up  in  the  state. 
He  also  says  he  suspects  that  "those 
pointing  the  fingers  are  ttae  ones  to  blame 
for  the  problems"  and  are  taking  out  their 
fnistrations  on  him  "as  the  messenger"  of 
bad  news.  "1  am  blunt  at  times,  but  I  have 
a  job  to  do  and  I  do  it  in  as  professional  a 
manner  as  I  can,"  he  says,  adding:  "It's 
not  fun  for  me.  I  don't  sleep  well  at  nights 
sometimes." 

In  California.  Mr.  Masa  is  equally  un- 
popular among  bankers.  "Mr.  Masa  has 
set  the  tone  for  the  most  stringent  exami- 
nation of  our  books,  policies  and  proce- 
dures I've  seen"  in  27  years  of  banking, 
says  James  Staes.  president  of  the  Home 
Bank  of  Signal  Hill.  Though  conceding  Mr. 
Masa  "was  right  in  foreseeing  there  were 
dangers  in  some  of  our  industry's  lending 
practices,  particularly  in  Southern  Califor- 
nia." Mr.  Staes  says:  "I  fault  him  for  the 
magniUide  he  took  it  to.  He  was  very 
inflexible." 

Mr.  Masa,  a  45-year-old  FDIC  veteran, 
is  familiar  with  problem  banks  from  hav- 
ing worked  in  Texas  in  the  early  days  of  its 


banking  crisis  and  then  several  years  as 
one  of  the  top  FDIC  officials  in  Washing- 
ton. He  says  the  West  Coast  has  undergone 
"the  worst  recession  since  the  1930s,  which 
if  anything  has  worsened  in  the  brief  time 
I've  been  out  here." 

As  a  result.  Mr.  Masa  adds.  "The 
number  of  three-,  four-  and  five-rated 
institutions  in  California  has  increased, 
and  you  will  get  more  complaints  from 
them  than  from  one-  and  two-rated  institu- 
tions."  Bank  ratings  range  from  one  to 
five,  one  being  best.  In  the  other  10  states 
in  his  district,  where  the  economy  is 
better.  Mr.  Masa  says.  "The  number  of 
one-  and  two-rated  institutions  are  in  the 
vast  majority  and  I  hear  far  fewer  com- 
plaints." 

Banking-industry  officials  say  that 
overzealous  regulators  are  making  it  diffi- 
cult to  fill  bank  boards  with  top-notch 
directors.  "We're  losing  good  directors 
when  young  examiners  treat  the  boards 
like  kids  who  misbehaved. "  says  Mr. 
Dickey,  the  California  bank  consultant. 

A  New  Hampshire  banking  official  says 
that  one  bank's  directors  got  letters  at 
home  asking  for  a  list  of  their  personal 
assets.  It  arrived  a  week  after  the  bank 
successfully  appealed  Mr.  Loyless's  classi- 
fication of  a  large  loan.  The  examiner 
denies  any  connection.  Neither  he  nor 
the  banking  official  will  identify  the 
bank. 
Friglitened  Directors 

Mr.  Loyless  has  asked  more  than  one 
board  to  provide  personal  financial  infor- 
mation. As  president  of  Kennebunk  Sav- 
ings Bank  In  Maine.  William  Gilpatric 
differed  with  the  FDIC  over  some  of  its  loan 
valuations.  He  also  didn't  like  it  when  the 
agency  requested  a  Ust  of  his  and  each 
board  member's  personal  assets,  in  case  it 
decided  to  sue.  Mr.  Gilpatric  refused  to 
comply,  and  the  matter  was  dropped. 

But  Uiat  wasn't  the  end  of  it.  Mr. 
Loyless  met  with  the  bank's  directors  and 
"scared  the  hell"  out  of  them,  says  Mr. 
Gilpatric.  who  subsequently  retired.  Al- 
though he  never  met  personally  with  Mr. 
Loyless.  Mr.  Gilpatric  says  the  regulator 
"was  instrumental  in  my  leaving. " 

Mr.  Loyless  says.  "As  far  as  I  can 
recall,  the  removal  of  the  president,  which 
we  have  the  power  to  do,  was  not  discussed 
with  the  board  "  of  the  bank.  He  adds  that 
asking  for  data  on  personal  assets  is 
routine  and  within  the  FDIC's  right. 

Although  examiners  lack  the  power  to 
force  directors  to  turn  over  persotial  finan- 
cial information,  merely  asking  for  it  re- 
minds them  that  they  can  be  held  responsi- 
ble for  a  tailed  bank.  Not  a  bad  way  to 
protect  taxpayers,  if  you  believe  that  that 
is  your  mission.  Says  Mr.  Loyless; 
"What's  being  advocated  by  many  in  poli- 
tics and  banking  is  to  open  the  faucet  to  the 
type  of  lending  that  took  place  in  the  1980s, 
arid  we  can't  afford  to  do  ttiat. " 


944 


AMERKM  RANKER 

Opinion 


Comment 


By  Charles  M.  Horn 


Congress  Needs  to  Be  Skeptical 
Of  GAO's  Proposals  on  Exams 


As  if  matters  were  not  ag- 
gravating enough  for  the 
bank  regulators,  along 
came  the  General  Ac- 
counting OfTice  with  a  series  of 
reports  on  the  inadequacies  of 
bank  supervision. 

While  the  reports  contain  sev- 
eral worthwhile  recommenda- 
tions, those  on  restructuring  the 
examination  process  raise  im- 
portant questions  about  the  ex- 
ams' purposes,  which  should  be 
answered  by  Congress  before  the 
critique  is  accepted. 

Shortcomings  Cited 
Among  the  agencies'  alleged 
faiUngs  reported  are: 

•  A  &ilure  to  adequately  test 
the  internal  controls  of  the 
banks  and  thrifts  examined. 

•  Inadequate  reviews  and 
documentation  of  loan  asset 
quality  and  loan  loss  reserves, 
and  an  inabihty  to  assess  the  ac- 
curacy of  bank  and  thrift  reports 
of  financial  condition. 

•  Inefficiencies  and  duphca- 
tiODS  in  bank  and  thrift  exami- 
nation activities  among  the 
agencies. 

•  Oveneliance  on  uDverifled 
data  and  lack  of  quality  controls 
over  the  examination  process. 

The  GAO's  proposed  reme- 
dies are,  in  large  part  to  apply 
the  Federal  Deposit  Insurance 
Corporation  Improvement  Act 
of  1991  to  the  letter.  The  GAO 
endorses  FDICIA's  "prompt 
corrective  action"  provisions,  as 


Mr.  Horn  is  a  pftruier  at  the  law  rirm  of 
Mayer,  Brown  &  Plan  in  Washioflon- 


well  as  its  operatiitg  standards 
requirements  -  i.e.,  the  require- 
ment that  the  agencies  adopt 
minimum  safety  and  soundness 
standards  for  all  aspects  of  bank 
operations. 

Strict  Controls 

The  GAO  also  wants  much 
more  testing  of  bank  controls 
and  systems,  much  more  work- 
paper and  backup  examination 
documentation,  more  supervi- 
sory review  of  field  examiners' 
activities  and  work  product,  and 
better  coordination  of  the  agen- 
cies' overlapping  examination 
duties.  The  GAO  recommends 
that  either  the  agencies  adopt  its 
recommendations,  or  that  Con- 
gress force  the  agencies  to  adopt 
the  GAO  proposals. 

The  agencies,  not  surprisingly, 
have  reacted  strongly.  They 
challenge  the  reports'  method- 
ology, the  GAO's  sampUng  of 
bank  and  thrifl  examinations, 
and  the  GAO's  perceived  mis- 
understanding of  the  examina- 
tion process. 

That  the  GAO  has  criticized 
the  adequacy  of  supervision 
comes  as  no  startling  surprise, 
given  the  GAO's  previously  in- 
dicated skepticism.  Further,  the 
recommendations  on  regulatory 
agency  restructuring  and  reduc- 
tions in  examination  inefficien- 
cies and  duplication  are  entirely 
valid  -  albeit  not  novel  -  and  de- 
serve study. 

GAO's  PerspeetlTe 

But  these  recent  reports  are 
significant  not  so  much  in  their 


THE  GAO 

recommendations  amount 
to  reducing -if not 
eliminating -the 
judgment  factor  in  bank 
examinations  by 
constraining  examiner 
discretion. 

criticisms,  but  instead  in  what 
they  say  about  GAO's  percep- 
tion of  the  examination  process 
and  its  role  in  promoting  pru- 
dent behavior  by  banks  and 
thrifts. 

Not  only  does  the  GAO  want 
some  of  FDICIA's  most  rigid 
and  intrusive  requirements  - 
"prompt  corrective  action,"  au- 
dit, and  safety  and  soundness 
standards  -  to  be  applied  with- 
out deviation,  but  it  wants  a 
wholesale  restructuring  of  the 
examination  process  and  of  how 
the  agencies  and  examiners  per- 
form their  work. 

The  GAO's  message  is  likely 
to  be  appealing  to  members  of 
Congress  who  equate  bank  fail- 
ures with  laxity  in  the  current 
regulatory  system.  But  it  is  im- 
portant to  understand  precisely 
what  the  GAO  is  suggesting,  and 
what  the  consequences  of  its 
proposals  would  be,  before  there 
is  any  congressional  move  to  do 
what  the  GAO  wants. 

The  oxamination  process  is 
designe<Qn  large  pan  to  identify 


the  presence  of  risk  in  bank  op- 
erations and  ensure  that  banks 
prudently  reduce  or  manage  that 
risk. 

Burdenlm  B«{iks 

Operations  that  pose  little  or 
no  risk  to  banks  (or  the  system) 
receive  less  examination  atten- 
tion and  resources  than  those 
that  do.  But  the  system  most 
definitely  places  the  burden  for 
safe  and  sound  operations  on 
the  banks  themselves,  not  on  the 
regulators.  In  addition,  the  ex- 
amination process  has  placed  a 
great  deal  of  reliance  on  in- 
formed examiner  judgment  in 
important  areas  such  as  loss 
classifications,  loss  reserving, 
and  portfolio  investments. 

The  GAO  is  saying  it  doesn't 
like  the  existing  system,  and  it 
wants  the  agencies  to  do  much 
more.  The  GAO,  however,  is 
asking  for  changes  that  would 
probably  force  the  agencies  to 
assume  principal  operational  - 
as  opposed  to  oversight  -  re- 
sponsibility for  bank  activities. 

The  recommendations 
amount  to  reducing  -  if  not 
eliminating  -  the  judgment  fac- 
tor in  bank  examinations  by 
constraining  examiner  dis- 
cretion. 

More  Kequlation 

All  this  would  create  a  very 
different  regulatory  structure 
that  bears  little,  if  any,  resem- 
blance to  the  current  system  of 
prudential  examinations.  Bank- 
ing, already  one  of  our  most 
highly  regulated  industries,  will 
become  far  more  regulated,  and 
expensive  to  regulate. 

While  the  GAO  recommenda- 
tions could  decrease  the  inci- 
dence of  individual  bank  and 
thrift  &ilures,  it  is  hard  to  see 
how  the  whole  system  will  be- 
come stronger  under  a  structure 
of  rules  and  regulations  that  will 
decrease  bank  innovation  and 
competitiveness,  dramatically 
raise  compliance  costs,  and, 
worst  of  all,  effectively  put  gov- 
ernment in  the  business  of  tell- 
ing banks  how  to  operate. 

The  GAO  would  have  govern- 
ment treating  banks  and  thrifts 
like  ill-behaved  children  who 
cannot  be  trusted  to  do  the  right 
thing,  and  who  must  be  told  ex- 
actly what,  or  what  not,  to  do.  D 
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Comment 


By  Robert  T.  Pony 

Look  Beyond  Bank  Regulations 
For  Cause  of  the  Credit  Crunch 


While  1992  was  a  banner 
year  for  bank  pronts, 
(he  statistics  on  bank 
lending  were  fairly 
weak.  Total  bank  loans  in- 
creased by  only  about  0.5%, 
while  holdings  of  government 
securities  soared  almost  14%. 

Statistics  like  these  could  be 
seen  as  support  for  the  view  thai 
many  borrowers  are  shut  out  of 
the  markets  by  banks  that  are  re- 
luctant to  lend,  and  thai  the 
source  of  the  problems  is  stiffer 
regulation. 

Therefore,  there  is  a  lot  of  in- 
terest in  finding  ways  to  ease  reg- 
ulations in  order  to  get  banks  to 
do  more  lending,  including  giv- 
ing bank  regulatory  policy  itself 
countercyclical  features. 

Weak  Spaa 
The  areas  of  bank  credit  that 
have  been  especially  weak  are 
commercial  real  estate  loans, 
construction  loans,  and  com- 
mercial and  industrial  loans. 


Mr.  Parry  ii  pRadeal  of  the  Fedcnl 
Rcaerve  Bulk  of  Su  Franciioo.  Tkh  trti- 
de  is  adapted  from  an  addraa  lo  a  ftocat 
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The  commercial  realty  bubble 
of  the  1980s  has  burst,  bringing 
high  vacancy  rates,  low  rents, 
and  high  defiault  rates  into  the 
1990s.  And  problem  construc- 
tion loans  at  commercial  banks 
for  the  United  States  as  a  whole 
are  running  at  about  17%  of  total 
construction  loans.  In  Califor- 
nia, the  figure  is  over  20%. 

The  list  of  factors  that  could 
explain  the  weakness  in  C&\ 
loans  over  the  past  few  years  is 
long,  and  I  will  just  touch  on  a 
few. 

Slaggiah  Recovefy 
First,  demand  was  no  doubt 
dampened  by  the  relatively  slow 
pace  of  the  recovery.  But  the 
weakness  cannot  be  explained 
by  the  pace  of  economic  activity 
alone.  For  example,  innovations 
likejust-in-lime  inventory  man- 
agement probably  have  damp- 
ened demand  for  credit 

It  also  has  been  suggested  that 
businesses  have  been  retrench- 
ing from  the  debt  buildup  of  the 
1 980s.  Furthermore,  many  firms 
have  shifted  away  from  short- 
term  financing,  including  bank 
loans,  and  toward  bond  and  eq- 
uity financing. 


A  GOOD  PART 

of  the  weakness 

in  bank  lending  refleds 

adjustments 

in  the  economy 

as  a  whole. 

The  decline  in  C&l  loans  also 
probably  reflects  a  longer-term 
trend,  where  banks  are  compet- 
ing with  other  financial  interme- 
diaries and  the  commercial  pa- 
per maitet  for  C&I  loans. 

Stractoral  Change* 

These  factors  suggest  that  a 
good  part  of  the  weakness  in 
bank  lending  reflecu  a  variety  of 
adjustments  going  on  more  gen- 
erally  in  the  economy.  Of 
course,  the  effects  of  these  ad- 
justments may  be  amplified 
through  feedback  from  the  cred- 
it sector  to  the  economy. 

But  they  do  not  represent 
shocks  on  the  supply  side  of 
bank  credit  It  is  ai^ued,  howev- 
er, that  such  shocks  have  come 
fifom  changes  in  bank  regulation 
-  in  particular,  capital  regulation 

and  a  stiffer  regulatory  stance  on 
so<alled  character  loans. 

One  of  the  high-profile 
changes  in  capital  regulation  has 
been  the  adoption  of  the  Basel 
risk -based  capital  standards. 

The  principle  behind  the  stan- 
dards is  sound:  More  capital 
should  be  held  against  riskier  in- 
vestments. The  actual  imple- 
mentation of  the  principle  so  far, 
however,  only  takes  account  of 
default  risk. 

RlakWei«htiii<« 
For  example,  in  calculating 
total  risk-adjusted  assets.  Trea- 
sury securities  get  a  weight  of 
zero,  home  mortgages  a  weight 
of  50%,  and  business  loans  a 
Wright  of  100%. 

One  might  expect  this  kind  of 
a  weighting  scheme  would  rutu- 
rally  lead  banks  toward  Treasur- 
ies and  away  from  certain  loans. 
But  ihe  empirical  evidence  is 
still  somewhat  puzzling.  The 
Fed's  latest  "Monetary  Report 
to  the  Congress"  finds  very  little 
to  link  banks'  risk-based  capital 
ratios  to  the  growth  in  their  se- 
curities. 

The  repon  also  points  out  that 
asset  accumulation  at  credit 
unions,  which  are  not  subject  to 
the  Basel  standards,  has  also 
been  concentrated  in  govern- 
ment securities. 
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The  Leverage  Ratio 

Other  evidence,  though,  fo- 
*|  cuses  on  another  important  cap- 
ital ratio  -  the  leverage  ratio  - 
that  difTer^  from  the  Basel  risk- 
based  standards.  This  evidence 
does  suggest  thai  capital  regula- 
tion has  had  some  impact  on 
lending. 

The  leverage  ratio  is  the  ratio 
of  the  book  value  ofequity  to  the 
book  value  of  assets  and  is  not 
adjusted  for  risk.  Essentially,  it 
is  a  supplement  to  the  Basel 
standards,  since  they  currently 
uke  into  account  only  default 
risk. 

Constraints  from  so-called  le- 
verage ratios  appear  lo  have 
been  a  special  problem  in  New 
England,  where  commercial 
banks  look  lar^ge  hits  to  capital. 
Some  banks  in  other  parts  of  the 
country  also  fell  constrained  by 
their  capiul  positions  in  late 
1989  and  into  the  1990s. 

In  Fed  surveys,  for  example, 
banks  report  that  capital  con- 
straints are  al  least  part  of  the 
reason  that  they  have  tightened 
credit  standards.  Also,  a  number 
of  studies  find  a  positive  and  sig- 
nificant relationship  between  le- 
verage ratios  and  bank  lending 
in  recent  years. 

And  research  done  at  the  San 
Francisco  Fed  suggests  that  the 
cfTect  of  the  leverage  ratio  on 

lending  increased  in  the  1990s, 
which  is  consistent  with  the 
greater  emphasis  on  capital  reg- 
ulation in  recent  years. 

In  terms  of  the  current  silua- 
lion,  capital  requirements  prob- 
ably are  less  constraining,  in  part 
because  banks  have  increased 
capital  quite  a  bit.  The  aggregate 
equily-to-assets  ratio  rose  from 
around  6.5%  in  late  1990  to  7.5% 
in  late  1992,  the  highest  level 
since  the  mid-1960s.  This  rise 
has  occurred  as  a  result  of  higher 
earnings  as  well  as  the  issuance 
of  new  securities. 


Character  Loaiu  Cnrbed 

Compared  with  capital  regula- 
tion, a  lot  more  heat  is  currently 
being  generated  over  the  issue  of 
so-called  character  loans.  The 
argument  is  thai  examiners  are 
limiting  the  scope  of  character 
loans  by  requiring  more  loan 
documentation,  and  by  putting 
more  emphasis  on  borrowers' 
cash  flows. 

This  issue  has  received  a  lot  of 
attention.  Indeed,  a  recent  poli- 
cy statement  by  the  federal 
banking  agencies  and  the  Office 
of  Thrift  Supervision  sets  out 
steps  to  give  well-capitalized 
banks  more  leeway  in  making 
character  loans  to  small  busi- 
nesses. For  my  part,  I'm  not  sure 
how  much  thTj-~will  boost 
lending. 

It  seems  to  me  thai  if  con- 
straints on  character  loans  were 
a  miuor  factor,  then  we'd  expect 
lo  see  the  weakness  mainly  at 
smaller  banks,  which  typically 
make  such  loans,  and  not  so 
much  at  larger  banks,  with  Iheir 
centralized  loan  operations.  But 
the  fact  is,  we  have  seen  weak 
lending  al  banks  of  all  sizes. 

On  ihe  basis  of  this  evidence. 
ii  does  appear  thai  "-egulalion 

has  had  some  effect,  and  that 
capital  regulation  in  particular 
has  made  some  difference  lo  the 
extension  of  bank  credit.  The 
greater  emphasis  on  capital  reg- 
ulation and  controlling  overall 
risk  in  banking  does  depart  from 
the  past,  when  forbearance  was 
common. 

On  the  margin,  the  new  regu- 
latory orientation  could  intensi- 
fy Ihe  role  of  the  credit  channel 
in  transmitting  shocks.  This 
point  it  at  the  crux  of  the  public 
debate  over  the  role  of  banks  in 
the  situation  we  face  now  -  thai 

is,  where  many  of  the  negative 
shocks,  such  as  those  I  men- 
tioned earlier,  seem  to  have 
been  mainly  nonmonetary. 


Easing  Docmmentatlon 

Do  you  ease  bank  regulation 
in  the  face  of  high  problem  loan 
ratios  and  reduced  creditworthi- 
ness of  some  borrowers  to  make 
credit  more  available?  Or  do  you 
continue  to  control  overall  risk 
in  banking  and  potentially  end 
up  reducing  credit  to  segments 
of  the  economy? 

My  own  view  is  tiuit  there  ate 

some  areas  where  wc  clearly 
need  to  reevaluate  our  regula- 
tions. The  recent  joint  policy 
statement  on  reducing  require- 
ments for  documenution  and 
real  estate  appraisals  for  some 
loans  is  a  move  in  the  right  di- 
rection. 

Another  step  that  has  wide 
support  is  to  drop  the  leverage 
ratio  once  other  aspects  of  risk 
are  built  into  the  risk-based  capi- 
tal standards. 

I  can  also  think  of  some  provi- 
sions of  the  Federal  Deposit  In- 
surance Corp.  Improvement  Act 

that  make  for  bad  policy,  such  as 
the  atlempt  to  micromanage 
banks  by  requiring  regulators  to 
sel  operating  standards  in  areas 
like  compensation  and  informa- 
tion systems.  And  I  do  not  think 
the  supervisory  process  should 
wring  all  of  the  risk  out  of  bank 
lending. 

Market  DiseipUne 
But  I  do  think  that  there  are 
some  very  good  reasons  to  stick 
to  our  guns  on  capital  require- 
ments. On  the  theoretical  side, 
recent  research  suggests  that  an 
unregulated,  uninsured  banking 
system  would  be  subject  to  qual- 
itatively the  same  type  of  disci- 
pline that  strict  adherence  to 
capiul  standards  provides. 

That  is,  uninsured  deiwsitors 
would  require  undercapitalized 
banks  to  shift  their  portfolios 
away  from  risky  asaets  -^  like 
business  loans  -  and  toward  safe 
assets.  n 
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ACUS  CALLS  FOR  BANK  EXAM  APPEALS  PROCESS 
AND  JUDICIAL  REVIEW  OF  AGENCY  DECISIONS 

Banks  and  thrifts  should  have  an  appeals  process 
to  go  through  to  dispute  examinations  findings,  and 
there  should  be  an  opportunity  for  judicial  review 
of  final  banking  agency  decisions  in  this  area,  the 
Administrative  Conference  of  the  United  States  said 
in  a  recent  report. 

In  its  study,  Administrative  Conference  of  the 
United  Slates:  Review  of  PCA  Decisions,  ACUS  said 
there  are  four  major  problems  wfith  the  prompt 
corrective  action  system  mandated  by  the  1991 
banking  law. 

Those  problems  are  the  lack  of  clear  protection 
against  improper  classification  decisions,  uncer- 
tainty about  the  availability  of  judicial  review,  the 
co-existence  of  prompt  corrective  action  and  formal 
enforcement  powers,  and  inconsistencies  between 
prompt  corrective  action  and  conservatorship/ 
receivership  powers. 

The  study  was  adopted  at  the  48th  plenary  ses- 
sion of  the  ACUS,  held  in  Washington,  D.C.,  on  June 
lO-U. 

The  Federal  Deposit  Insurance  Corp.  Improve- 
ment Act  of  1991  requires  that  the  banking  agen- 
cies take  prompt  corrective  action  to  handle  prob- 
lems at  banks  and  thrifts  at  the  least  possible  cost 
to  the  deposit  insurance  funds. 

This  requirement  added  a  new  Section  38  to  the 
Federal  Deposit  Insurance  Act,  which  directs  the 
banking  agencies  to  take  PCA  action  designed  to 
head  off  the  possibility  that  a  bank  or  a  thrift  might 
fail  or,  if  failure  appears  to  be  likely  or  inevitable, 
to  take  over  the  institution  soon  enough  to  make 
sure  that  there  are  enough  assets  within  the  institu- 
tion to  cover  its  liabilities. 

The  prompt  corrective  action  regulatory  system 
is  based  on  a  tripwire  approach  that  relies  on 
capital  measures,  safety  and  soundness  standards, 
and  accounting  requirements. 

There  are  five  capital  categories  in  the  PCA  sys- 
tem: well  capitalized,  adequately  capitalized,  un- 
dercapitalized, significantly  undercapitalized,  and 
critically  undercapitalized. 

Appeals  Proceu  Naeded 

ACUS  said  the  federal  banking  agencies  need  to 
develop  rules  providing  for  an  appeals  process  for 
examiner  or  regional  director  decisions  that  have 
the  effect  of  downgrading  the  capital  classification 
of  an  institution. 

ACUS  said  the  appeal  procedures  should  state 
that,  before  issuing  a  final  decision,  the  agency 
should  give  notice  to  the  institution  involved  of  its 
right  to  appeal;  provide  the  institution  with  a  writ- 
ten report  clearly  listing  all  the  reasons  for  the 
adverse  classification  or  rating:  and  allow  the  insti- 
tution to  supply  further  facts  and  information, 
make  written  representation,  and,  at  the  agency's 
discretion,  present  oral  testimony  and  argument  in 
support  of  a  more  favorable  classification  or  rating. 

The  procedures  also  should  provide  that  the 
agency  will  issue  its  final  decision  within  a  speci- 
fied time,  ACUS  said. 

The  agencies  should  specify  in  their  rules  wheth- 
er a  decision  downgrading  an  institution's  capital 
classification  will  usually  take  efiFect  regardless  of 
whether  an  internal  appeal  is  taken  or  will  usually 
be  postponed  until  the  internal  appeal  process  is 
finished,  ACUS  said. 

The  agencies'  rules  should  make  the  necessary 
provisions  for  either  postponing  the  downgrading 
or  for  an  immediate  effective  date. 

ACUS  also  said  that  Congress  should  amend  Sec- 
tion 38  of  the  FDI  Act  to  allow  a  depository  institu- 
tion that  has  suffered  an  adverse  capital  classifica- 
tion, or  a  person  who  has  been  dismissed  from  an 


institution,  to  have  a  judicial  review  of  the  banking 
agency's  final  decision  in  a  federal  district  court. 

The  review  should  be  sought  within  10  days  of 
receiving  a  notice  of  the  agency's  final  decision, 
and  the  court  should  review  the  agency's  decision 
under  the  standards  of  judicial  review,  ACUS  said. 
Whether  the  agency's  ruling  is  postponed  pending 
judicial  review  should  be  determined  by  the  agency 
in  the  first  instance  and  by  the  court  if  necessary 
according  to  the  usual  standards  for  granting 
postponements. 

ACUS  also  said  Congress  should  amend  Section 
38  of  the  FDI  Act  to  clarify  that  it  does  not  preclude 
judicial  review  of  decisions  to  appoint  a  conservator 
or  receiver,  to  the  extent  that  these  decisions  can 
already  be  reviewed. 

Congress  also  should  amend  Section  2  of  the 
National  Bank  Receivership  Act,  ACUS  said,  to  pro- 
vide for  judicial  review  of  decisions  to  appoint 
receivers  for  national  banks,  and  Section  I  Up)  of 
the  Federal  Reserve  Act  to  provide  judicial  review 
by  the  Federal  Reserve  Board  to  appoint  conserva- 
tors and  receivers  for  state  member  banks. 

In  addition.  Congress  should  amend  the  provi- 
sions relating  to  judicial  review  of  decisions  by  all 
the  banking  agencies  to  appoint  conservators  and 
receivers  to  provide  a  consistent  standard  of  review 
and  consistent  time  limits  within  which  judicial 
review  should  be  sought  after  a  conservator  or 
receiver  has  been  appointed. 

Finally,  ACUS  said  Congress  should  amend  Sec- 
tion 38  of  the  FDI  Act  to  preclude  judicial  review  in 
the  case  of  all  other  prompt  corrective  action  deci- 
sions and  directives  made  by  the  federal  banking 
agencies. 

Suggestions  Would  Fomiallze  Process 

"The  net  effect  of  these  recommendations  would 
be  to  introduce  a  limited  element  of  formality  into 
the  examination  process  that  governs  federally  in- 
sured depository  institutions,  leave  the  procedures 
already  developed  by  the  federal  banking  agencies 
for  the  exercise  of  their  PCA  powers  in  their  cur- 
rent form,  and  establish  clarity  and  consistency 
regarding  the  availability  and  standard  of  judicial 
review  by  providing  for  a  limited  form  of  expedited 
judicial  review  at  the  'triggering'  stages  of  prompt 
corrective  action, "  ACUS  said  in  the  report.  "As 
such,  the  proposals  aim  to  strike  a  compromise 
between  the  competing  interests  of  both  the  agen- 
cies and  those  affected  by  their  actions." 

ACUS  said  its  proposal  to  set  up  administrative 
appeals  of  classification  decisions  would  change 
the  present,  highly  informal,  examination  process 
by  providing  a  right  on  the  part  of  an  institution  to 
a  somewhat  more  formal  appeal  than  is  currently 
available  in  the  case  of  classifications  based  on 
capital  alone. 

"The  upgrading  of  the  capital  classification  ap- 
peal process  is  considered  essential  given  the  fact 
that  the  FDICIA  has  substantially  changed  the 
framework  in  which  examinations  take  place,"  the 
-.    study  said. 

The  proposed  recommendation  for  judicial  re- 
view of  final  agency  decisions  would  clarify  the 
availability  of  judicial  review  by  making  specific 
provisions  for  judicial  review  in  the  case  of  the 
most  serious  of  the  PCA  determinations  and  ex- 
pressly precluding  judicial  review  in  the  case  of  the 
more  highly  discretionary,  "secondary"  PCA  direc- 
tives, ACUS  said. 
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